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VENTURE EXCHANGES AND SMALL-CAP
COMPANIES

TUESDAY, MARCH 10, 2015

U.S. SENATE,
SUBCOMMITTEE ON SECURITIES, INSURANCE, AND
INVESTMENT,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Subcommittee met at 10:02 a.m., in room SD-538, Dirksen
Senate Office Building, Hon. Mike Crapo, Chairman of the Sub-
committee, presiding.

OPENING STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Good morning. This hearing will come to order.
This is the first hearing of this Subcommittee in this Congress, and
I want to welcome our Ranking Member, Senator Warner, and all
of the other Members of the Committee.

There are a lot of productive opportunities for good reform and
good progress to be made in the jurisdiction of this Committee, and
we look forward to a productive Congress.

Today’s hearing will provide insights into the challenges of trad-
ing stocks of small companies and whether a venture exchange can
aid capital formation and secondary trading for smaller companies.
The U.S. capital markets have been and continue to be a vibrant
ecosystem fueling economic growth. These markets provide financ-
ing and needed resources to a wide array of businesses from the
smallest startups to the largest international companies. Smaller
public companies, however, have had difficulty sustaining strong
secondary market liquidity and trading.

In 2013, the SEC Advisory Committee on Small and Emerging
Companies stated, “The Committee believes that current U.S. eq-
uity markets often fail to offer a satisfactory trading venue for the
securities of small and emerging companies because they fail to
provide sufficient liquidity for such securities and because the list-
ing requirements are too onerous for such companies.”

SEC Chair Mary Jo White wrote, in a letter dated December 23,
2014, “The market structure for stocks of smaller companies is one
of the areas that demands attention. I have previously emphasized
that we should no longer assume that our market structure should
be one size fits all.”

Her letter also references a 2014 SEC small-cap paper that finds
that all metrics of market quality are significantly inferior for
smaller capitalization companies compared to mid-sized companies.
I agree with SEC Chair White’s assessment. While these metrics
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of market quality can be expected to be less favorable for smaller
companies as compared to larger companies, the extent of the dis-
parity documented in the small-cap paper highlights the need to
consider steps that might lead to improvements for smaller compa-
nies that at least narrow the gap.

I look forward to hearing from our witnesses today whether a
venture exchange can help narrow the gap and their insights into
the following questions:

How can a venture exchange aid capital formation and secondary
trading for smaller companies?

What are the key characteristics that will make venture ex-
changes meaningful and positive for small companies and inves-
tors?

What are the regulatory or legislative steps that are needed to
attract liquidity providers and market makers to stocks that trade
less frequently?

What are the tradeoffs that need to be weighed to promote in-
vestment in smaller public companies?

I look forward to hearing from our witnesses on these and the
other issues they want to present to us, and at this time I will turn
to our Ranking Member, Senator Warner.

STATEMENT OF SENATOR MARK R. WARNER

Senator WARNER. Well, thank you, Mr. Chairman, and I look for-
ward to working with you closely as we have on so many other
projects over the years, and I think you’ll find this Subcommittee,
as we all know, has an enormously important jurisdiction, and I
think we are going to be a good team. I appreciate you holding this
hearing. This is a subject that is near and dear to my heart since
I have spent longer as a venture capitalist than I have as an elect-
ed official. And how we can get access to capital and grow small
companies, startup companies, is critically important.

I think oftentimes we talk as elected officials about the growth
of America’s economy as so often dependent upon small businesses.
It is, although in reality, where most of the net growth of jobs has
come over the last 30 years has come from startups. It has not
come from traditional small businesses.

As a matter of fact, from 1977 through 2010, according to re-
search done by the Kauffman Foundation, approximately 3 million
new jobs each year, net new jobs, have come from startups. That,
depending on your numbers, is somewhere between 60 and 80 per-
cent of all net new jobs created in the economy over the last 30
years.

Now, 400,000, on average, startups, actually only about 15 of
those get to $1 billion market cap, so the notion of how can we help
some of those companies along the way move on that path is ter-
ribly important.

This is an area, though, where we have—over the last few years,
there are a lot of things Congress has not done, but this is an area
where we have made some progress, and bipartisan action on the
JOBS Act a few years back made important changes in terms of
tweaks, smaller companies in terms of being able to keep certain
information confidential as they do their filing, it really helps in
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that process before you go on a road show to be able to submit that
data on a confidential basis.

Last year, I chaired a hearing on high frequency trading, and one
of the things that came out of that hearing was, as we looked at
small-cap companies, looking at—proposing a tick size project, I
know some of you have got some views on that. I would like to see
that, you know, where we widen the spreads a little bit on these
smaller companies to protect these companies from predatory ac-
tions on some of the frontrunners that are taking place from the
HFTs.

Now, the SEC has supported that initiative. I am anxious to
hear, though, why it continues to get delayed, and moving forward
on the tick size project I think is terribly important.

I also think we want to make sure—and I think the Chairman
raised the appropriate questions. What are the tradeoffs as well in
terms of investor protections? If these smaller companies are not
going to have the market following, are not going to have the mar-
ket analysis, are not going to have the research, are we really sure
that the tradeoffs are valid?

One of the two other things that I believe also are important that
the SEC continues to move on is another aspect of the JOBS Act
was modification to the Reg A filings. That has enormous oppor-
tunity and potential. I would love to hear some comments there.
And as I mentioned to the witnesses before we came into the room,
you know, I am intrigued by the idea of a venture exchange. I do
wonder whether the goal is more about capital raising or liquidity.
Sometimes for management, as somebody who was a venture capi-
talist, I do worry sometimes about management being able to exit
the company before it gets to its level of stability. And one of the
things I am also hopeful that people will make a comment on and
my hope is that the SEC will finalize our activities on
crowdfunding. I still believe that has enormous opportunity, and
how crowdfunding platforms might intersect with a potential ven-
ture exchange.

So, Mr. Chairman, I look forward to this hearing. I think it is
one that brings great opportunities, and I am going to have a lot
of questions for the witnesses. Thank you.

Senator CRAPO. Thank you, Senator Warner.

Our witnesses today are: Mr. Stephen Luparello, Director of Divi-
sion of Trading and Markets at the U.S. Securities and Exchange
Commission; Mr. Thomas Farley, who is the President of the New
York Stock Exchange Group, NYSE Group; Mr. Scott Kupor, Man-
aging Partner and COO of Andreessen Horowitz; and Mr. Nelson
Griggs, the Executive Vice President of listing services at Nasdaq
OMX Group.

Gentlemen, we welcome you. I think you have all been advised
we like you to keep your initial presentation to 5 minutes so that
we have time and opportunity to engage with you in questions and
answers. And we will proceed in the order that I just described. We
will start with you, Mr. Luparello.
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STATEMENT OF STEPHEN LUPARELLO, DIRECTOR, DIVISION
OF TRADING AND MARKETS, SECURITIES AND EXCHANGE
COMMISSION

Mr. LUPARELLO. Chairman Crapo, Ranking Member Warner, and
Members of the Subcommittee, thank you for inviting me to testify
on behalf of the U.S. Securities and Exchange Commission regard-
ing exchanges focused on the listing and trading of stocks of small-
er companies. Given the importance of smaller companies to the
strength of our economy, the SEC welcomes the opportunity to dis-
cuss approaches that address the market structure needs of such
companies.

The SEC is considering innovative approaches that appropriately
balance the needs of smaller companies for efficient secondary mar-
kets and the interests of and protections for their investors. Ven-
ture exchanges potentially could achieve such a balance by pro-
viding a transparent and regulated environment that offers both
enhanced liquidity and strong investor protections. As such, ven-
ture exchanges could strengthen the capital formation for smaller
companies; they could also expand the ability of all investors to
participate through well-regulated platforms in the growth oppor-
tunities for such companies.

Venture exchanges might include exchanges that operate nation-
ally as well as local or regional markets that focus on companies
from a particular geographic area. Their listings could include both
smaller companies that do not qualify under the listing standards
for the larger securities exchanges and smaller companies that do
qualify under such standards but seek a market structure specifi-
cally geared to smaller-cap issuers.

A good place to start when considering market structure for
smaller companies is to recognize that the market for the trading
of small companies is different from the market for larger compa-
nies. My written testimony provides tables with data that show
some of these differences. Among other things, the tables indicate
that liquidity and market quality metrics decline rapidly as com-
pany size decreases. The data serve to highlight the issue of wheth-
er the current U.S. market structure optimally promotes capital
formation for smaller companies and the interests of their inves-
tors.

Of course, the SEC has been focused on small company issues for
some time. Among other things, the SEC approved a venture ex-
change in 2011, the BX Venture Market. That market was de-
signed for companies that did not qualify under the listing stand-
ards of the larger stock exchanges. Importantly, it also included
targeted measures designed to address investor protection con-
cerns. Although approved in 2011, the BX Venture Market has not
been launched. My understanding is that concerns around ensuring
adequate liquidity in BX-listed issues and attracting liquidity pro-
viders at least in part have caused that decision.

Potentially new venture exchanges might wish to explore various
types of initiatives to address the difficulties in promoting liquidity
to the extent possible in smaller company stocks. These might in-
clude mechanisms to centralize liquidity across price and size as
well as measures to attract dedicated liquidity providers to the ex-
change.
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A key element that likely would be critical to the success of these
types of efforts to maximize liquidity is the protection for the li-
quidity pool of a venture exchange. In this regard, two Exchange
Act provisions provide standards for the SEC. They relate to off-
exchange trading and listed securities and trading by other ex-
changes pursuant to unlisted trading privileges. Both impose sub-
stantial tests for the Commission before it can adopt or approve
measures designed to protect the liquidity pool of a venture ex-
change.

To sum up, competition in the equities markets can assume
many forms across different stages in the listing and trading proc-
ess. A key policy question is whether the current U.S. market
structure for smaller companies enables competition in ways that
ultimately redound most to the benefit of smaller companies and
their investors. The potential benefits and costs of various forms of
competition in the secondary market for smaller companies is an
issue that warrants close consideration by Congress, the SEC, and
the public.

Thank you again for inviting me to discuss an issue of such im-
portance to the U.S. equities markets and the economy. I look for-
ward to answering your questions.

Senator CRAPO. Thank you very much.

Mr. Farley.

STATEMENT OF THOMAS W. FARLEY, PRESIDENT, NEW YORK
STOCK EXCHANGE GROUP

Mr. FARLEY. Chairman Crapo, Ranking Member Warner, and
Members of the Subcommittee, we at the New York Stock Ex-
change appreciate your interest in capital raising for small-cap
companies. My name is Tom Farley, as you know, and I am Presi-
dent of the New York Stock Exchange Group. I have been in the
business of running CFTC- and SEC-regulated exchanges for most
of my career.

The New York Stock Exchange Group includes the iconic New
York Stock Exchange as well as two additional equities exchanges,
two options exchanges, and a bond trading platform. Across these
venues we list and trade cash equities, equity options, exchange-
traded products, and debt securities which are accessible to all in-
vestors through their broker-dealer. Of our listing exchanges,
NYSE MKT has traditionally been the listing venue for smaller
public companies. Over the years there have been several efforts in
the United States to address the needs of smaller companies seek-
ing access to capital through both exchange and nonexchange solu-
tions. In fact, NYSE recently announced a midday auction for less
liquid securities that we intend to launch later this summer if ap-
proved by the Securities and Exchange Commission.

As many of you know, the data around smaller companies access-
ing the public markets for capital is discouraging when compared
to the data of the late 1990s. Companies are spending more time
as private companies in part due to increased regulatory hurdles
to becoming and being a public company and, once public, a lack
of liquidity in the trading of shares of smaller public companies. As
a listing exchange, we have witnessed the negative impact on li-
quidity in shares of smaller public companies as the incentives for
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market makers to participate in these securities have diminished
over time. As a result, venture capital is locked up in companies
for longer periods of time, which in turn decreases the availability
of venture capital for new companies.

NYSE believes that the idea of venture exchanges is worth Con-
gress’ attention and may be of value to smaller companies seeking
capital and their venture capital investors seeking a liquidity event
that will free up money for new investment. While we believe many
of the concerns raised about venture exchanges can be addressed
through education, we also recognize that companies available for
trading on venture exchanges will have a higher rate of failure and
could potentially shed a dark cloud over the rest of the U.S. public
markets. Consequently, we believe it will be important that compa-
nies listing on venture exchanges have an appropriate level of fi-
nancial disclosure and that, in addition to the added oversight a
venture exchange listed security would receive from the exchange’s
Self-Regulatory Organization, venture exchanges, broker-dealers,
and investment advisors should also differentiate a venture ex-
change-traded security from one listed on a national securities ex-
change.

NYSE believes that the U.S. capital markets are one of the best
avenues available for companies of all sizes to access growth cap-
ital. We are protective of the confidence investors have in the U.S.
capital markets but believe that, if designed appropriately, venture
exchanges may give small companies access to capital not currently
available to them and investors the ability to invest in smaller
companies with greater regulatory scrutiny than is currently avail-
able in the over-the-counter market for unlisted securities.

Thank you.

Senator CRAPO. Thank you, Mr. Farley.

Mr. Kupor.

STATEMENT OF SCOTT KUPOR, MANAGING PARTNER,
ANDREESSEN AND HOROWITZ

Mr. Kupor. Chairman Crapo, Ranking Member Warner, Mem-
bers of the Subcommittee, thank you very much for the opportunity
to speak with the Committee regarding capital formation and the
topic of venture exchanges.

It has been well documented by various commentators that the
number of IPOs in the United States has fallen significantly since
1997, and while in large part due to the passage of the JOBS Act
by this institution we have seen a more robust IPO environment
in 2013 and 2014, the volume and characteristics of those IPOs re-
main very different.

In particular, small-cap IPOs have remained below 25 percent of
all TPO volume for nearly 15 years. In contrast, in the period from
1991 to 1997, as many as one-half to two-thirds of IPOs were for
small-caps.

In the IT sector, which is the area in which we invest, the indus-
try produced just north of 2,400 venture-backed IPOs from 1980 to
2000. In contrast, in the period from 2001 to 2014, there were a
total of approximately only 500 IPOs. Relatedly, the time to IPO
has significantly elongated over the same time period—6-1/2 years
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Ln the 1980-2000 time period versus 9 years for the 2001-14 co-
ort.

So why should we care about this? Well, in addition to the strong
nexus between IPOs and job and economic growth, we are at risk
of creating a two-tiered capital market structure, one in which the
majority of the appreciation accrues to those institutions and
wealthy individuals who can invest in the private markets, and a
second for the vast majority of individual Americans who comprise
the retail investor base.

In the current state of affairs, the private markets will continue
to develop their own solutions to enable private companies to stay
private longer. In fact, today we see hedge funds, sovereign wealth
funds, family offices, large technology-focused buyout firms, and
mutual funds filling in the void in the late-stage private market.
If we want to address these trends, we must address the under-
lying issues that are impacting companies’ decisions to stay private
longer. Those are both economic issues as well as what does the
post-trading environment look like once they go public.

With respect to the economic costs of listing, while there are al-
ways more ways to streamline the economic costs of becoming and
remaining a public company, the JOBS Act has done a very good
job of lessening the burden for emerging growth companies. When
we talk with our portfolio companies, there is far less of an impedi-
ment to going public today on the basis of the regulatory costs as-
sociated with that.

But the most significant remaining deterrent to companies going
public is the after-market environment in which they will have to
function as public companies. More specifically, the after-market
environment is directly correlated to the market cap and ultimately
the liquidity of the company post-IPO. If a company’s market cap
is large enough, it can attract research support and market-making
resources from the sell side investment banks and, hence, liquidity.
In contrast, for small-cap companies, the economics simply do not
work to attract these resources, and as a result, liquidity and insti-
tutional support remain low. And, therefore, many issuers simply
choose to postpone an IPO until they are big enough to attain a
market cap sufficient to engender adequate liquidity. This explains,
I believe, the substantial decrease in the sub-$50 million IPO mar-
ket.

Among the reasons for low liquidity is the move to decimalization
and is why we have advocated for the tick six pilot program that
is currently pending before the SEC. But given the above, how
would venture exchanges impact capital formation? With respect to
the economic costs, a successful venture exchange would need to
employ a regulatory framework that at a minimum incorporated
the JOBS Act regulatory requirements. However, if the goal were
to enable a significant proportion of sub-$50 million IPOs, we
would probably need an even more scaled down framework, prob-
a}ll)lyssilélilar to the Reg A Plus regulations that are pending before
the SEC.

Turning to the post-IPO trading environment, at a minimum a
venture exchange would need the flexibility to set appropriate tick
sizes to foster trading liquidity at fewer price increments. As a re-
sult, I strongly believe that any decision to explore venture ex-
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changes should not obviate the need to ensure that the pending
tick size pilot program is implemented and with sufficient time and
detail to garner real empirical results.

There are also a number of open questions and concerns that I
believe we would need to address.

First, adverse selection in the form of companies that elect to list
on the venture exchange. The most attractive companies that can
raise private capital through other means, as some are doing today,
may simply continue to do so and, thus, only those who run a
weaker position may choose to list on the venture exchange.

Second, there is a real risk that separating out the venture ex-
change from the existing national market structure may create, in
fact, less liquidity for small caps. That is, institutional investors
may simply wait for venture exchange companies to graduate to
the national market exchanges instead of investing in them as ven-
ture exchange issuers.

In summary, I would offer the Committee the following observa-
tions: Fostering more IPOs, in particular more small-cap IPOs, is
important to job creation and to the long-term competitiveness and
fairness of the U.S. securities markets. In the absence of structural
capital market changes, good companies will continue to tap pri-
vate sources of capital and delay going public. Independent of
whether a venture exchange is the right solution, we must solve
the core liquidity challenges that exist in today’s small-cap market.
Thus, proceeding with a robust tick size pilot program I believe is
a first crucial step toward investigating the proposed venture ex-
change.

Thank you for your time, and I look forward to the Committee’s
feedback.

Senator CRAPO. Thank you, Mr. Kupor.

Mr. Griggs.

STATEMENT OF NELSON GRIGGS, EXECUTIVE VICE
PRESIDENT, LISTING SERVICES, NASDAQ OMX GROUP

Mr. GriGgGs. Thank you, Chairman Crapo, Ranking Member
Warner, and Members of the Subcommittee for the opportunity to
testify on venture exchanges.

With our first initial public offering in 1971, Nasdaq created the
modern IPO, and we have become the destination of choice for
emerging, high-growth companies. Nasdaq brought to capital mar-
kets a new view that companies could go public earlier by recog-
nizing that most companies need capital and investors want access
to (l)wnership when companies are at earlier stages of their growth
cycle.

However, changes to the regulatory landscape over the years
have reduced Nasdaq’s and our partners’ abilities to facilitate sta-
ble, reliable, and cost-effective capital formation for many emerging
companies. The one-size-fits-all approach of our regulatory struc-
ture has had a negative consequence for small companies. While
the JOBS Act did ease several burdens on companies, the extent
of that relief has not reached all small venture companies.

The continued aversion of small companies to the public markets
has created a sense that there is a need for a new type of a sepa-
rate venture exchange. From Nasdaq’s point of view, this notion is
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somewhat misplaced. What we believe is needed is within the
small-cap listing tiers of existing exchanges are simple reforms to
make the market structure more attractive again for growth com-
panies. Nasdaq’s approach to helping venture companies has two
paths:

First, change certain trading rules and both listing and govern-
ance requirements within then small-company market tier to en-
courage and facilitate the ability for growth companies to raise cap-
ital on the public markets and thrive.

Second, further leverage the JOBS Act from which Nasdaq has
built and is operating a growth platform today for companies wish-
ing to stay private—the Nasdaq Private Market.

To reinvigorate the capital formation benefiting small companies,
we suggest the following changes:

Exempt certain growth companies from the tick price provision
of Regulation NMS and delegate the authority to define the tick
sizes to the listing exchange. The tick size is a surprisingly impor-
tant—and extremely sensitive—variable in trading quality. Too
wide and trading costs become burdensome to investors; and too
small and volatility increases and liquidity is limited.

Modify the definition of a “penny stock” in Rule 3a51-1. In 2004,
the SEC essentially froze exchange listing standards by defining
any security not meeting those requirements to be a penny stock.
This has inhibited innovation in listing requirements over the last
decade.

Next, adopt limited regulations to prevent aggressive short sell-
ing of smaller companies, which lack the resources to combat ma-
nipulative short selling and are consequently more vulnerable. We
recommend disclosures of short positions in smaller companies
similar to the same disclosures of long positions, providing compa-
nies and investors with more transparency.

For growth companies, provide issuers a choice to suspend un-
listed trading privileges. Affording certain growth company issuers
with input into their market structure through this option to sus-
pend unlisted trading privileges in their stock would refocus com-
petition among orders in that stock by placing them all on a single
platform.

Next, permit market maker support programs. Currently,
Nasdaq allows ETF issuers to establish a fund to subsidize market
makers who enhance liquidity in those shares. We believe that
such programs would help support growth companies, and these
programs have successfully enhanced liquidity and market quality
for investors in Europe for several decades.

Last, for the private markets, our suggestions are—or last for the
public markets, I apologize, eliminate certain requirements for
shareholder approval for smaller companies. The SEC has made
strides to reduce the time necessary for public companies to reg-
ister and sell securities by allowing shelf registrations. However,
the requirements imposed by Nasdaq on listed companies for ob-
taining shareholder approval of certain financing transactions have
not followed suit. We are currently examining these requirements
and hope that any proposal we present to the SEC to address this
will be met with an understanding that rules applied to the world’s
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largest companies may not be appropriate to apply equally to
emerging growth companies.

Concluding with private market recommendations, several provi-
sions in the JOBS Act allow companies to remain private longer,
and many are doing so. In light of the growing demand for liquidity
in these companies’ shares, especially by their early investors and
employees, we created the Nasdaq Private Market. The Nasdaq
Private Market is a company-controlled platform that leverages
technology solutions to serve the unique needs of private companies
within the framework of securities laws. We are seeking an impor-
tant adjustment to that framework. The JOBS Act and prior laws
make it very clear that companies can sell shares to accredited in-
vestors without registering the transaction. In theory, this category
of investor does not need the protections that registration require-
ments afford, due to their net worth, income, and sophistication.
However, the subsequent sale of shares from an existing share-
holder to another accredited investor does not enjoy the same legal
status, despite the fact that the policy rationale for an exemption
is similar to that for issuer transactions. Consequently, companies
and investors are shouldering unnecessary legal and regulatory
costs.

Thank you again for inviting Nasdaq to testify on this important
issue, and we look forward to your questions.

Senator CRAPO. Thank you very much, Mr. Griggs, and I appre-
ciate the testimony of all of you.

Let me start out by just asking one general question. I assume
that all of you, from your testimony—it indicates that all of you
agree that the existing one-size-fits-all system in our markets
needs to be revised and strengthened. Is there anybody who dis-
agrees with that? I just want to, with that question, create the em-
phasis that we need to move and engage on these issues, both Con-
gress and the SEC.

Second—and I will start with you, Mr. Luparello—with regard to
the SEC, you indicated in your testimony that there are a number
of potential initiatives that a venture exchange might explore to
promote liquidity, and some of those you mentioned were to limit
all trading to particular times of the day through particular mecha-
nisms; to attract dedicated liquidity providers with a package of ob-
ligations for making a market in listed companies, balanced by
benefits for providing high liquidity; and then, finally, to explore
different minimum tick sizes, which has been brought up by a
number of the other witnesses.

Could you just briefly—and I do mean try to do it succinctly—
describe the benefits you see from those actions?

Mr. LUPARELLO. I will start with the tick pilot, which has been
mentioned by my fellow panelists as well. The Commission has
demonstrated a desire to explore whether widening out the tick
size for certain securities under $2 billion in market cap may actu-
ally improve liquidity. That is why we have been—we asked the ex-
changes and FINRA to create a pilot plan, which they have filed
with us and we are currently considering and should act on very
soon. That I think is the first way to look at whether there is addi-
tional liquidity that can be brought to currently listed issuers.
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I think on the question of whether we can attract issuers who
are not in the public markets now, the idea is that we have heard
from a variety of market participants around either exclusivity or
concentrations of liquidity. I think we will always be open to con-
sidering—obviously we want to balance them at the same time
against both investor protection and market efficiency concerns,
but we tend to think, properly structured, these things can poten-
tially work and bring liquidity where liquidity has not existed be-
fore, and do so in a way—especially if there is a minimization of
investor confusion, in a way that is consistent with investor protec-
tion.

Senator CRAPO. Let me interrupt there and just ask the rest of
the panel, do you all agree that focusing on the tick size is one of
the areas that we could successfully achieve some significant
progress?

Mr. FARLEY. Yes. Senator, if I could just——

Senator CRAPO. Yes, Mr. Farley, you want to

Mr. FARLEY. If I could just make one remark about that, I abso-
lutely agree, and we worked diligently with the SEC and others in
the industry to help construct a reasonable tick pilot proposal. I
just want to highlight one nuance. There are over 50 trading
venues of consequence in this country, and only a dozen of those
are actually fully regulated exchanges. And one thing to keep in
mind is that securities trade on all of those venues; whereas, the
tick pilot you could imagine—or changing tick sizes at the ex-
changes will only impact, roughly 20 percent of the market. And
so it is important to keep in mind, as we think about tick sizes,
that there is a whole other market out there that is not the fully
regulated exchanges. In order to really get the full range of benefits
that I heard from my colleagues here on the panel from revising
tick pilots for smaller companies, you really have to do that on a
market-wide basis.

Senator CRAPO. Thank you.

Anybody else want to comment on that?

Mr. GRrIGGS. No, we agree with the comment.

Senator CRAPO. All right. Thank you.

Mr. Farley, let me come back to you. The NYSE, I believe, has
already indicated a strong interest in venture exchanges or the
need for them, but I would like you to clarify that. And I guess my
question would be: If venture exchanges were made a viable option,
would the NYSE be interested in creating a platform?

Mr. FARLEY. Sure. The short answer, if I can go back to a ques-
tion you asked 3 or 4 minutes ago, do we believe the kind of one-
size-fits-all makes sense and we need to kind of think differently
about different companies, I absolutely agree with that, and I just
want to highlight that. The midday auction that was referenced in
the written testimony but that I did not mention today in the inter-
est of time, that we are implementing, we are actually only imple-
menting for our less liquid securities. And so that is an anecdote
that demonstrates we absolutely agree. And it is also an anecdote
that demonstrates that we are committed to bringing additional
capital formation to less liquid securities, also lesser capitalized
companies, which gets to your direct question about the venture ex-
change. We are indeed interested. Whether or not it comes in the




12

form of a venture exchange or modifying our existing listing venues
to accommodate these smaller companies and create a more con-
structive environment for capital formation for those securities, we
are indifferent for the most part. But we are—presuming that Con-
gress and the SEC and our colleagues in the industry put in place
a system along the lines that we have described in our testimony
and, quite frankly, that some of my colleagues on the panel here
have described, we indeed would, the New York Stock Exchange,
support it and look to create a business based on that.

Senator CRAPO. All right. Thank you. My 5 minutes has expired.
We will have a couple of rounds, but, Senator Warner, do you want
to go ahead?

Senator WARNER. Yes, thank you, Mr. Chairman. And let me
just—I want to be convinced, but I have got a couple questions.
And, Mr. Chairman, I have also got a statement here from Mr. Wil-
liam Beatty, who is the President of the North American Securities
Administrators Association for the record.

Senator CRAPO. Without objection.

Senator WARNER. First of all, Mr. Luparello, one of the things I
would hope, as we think about these new platforms, I would just
strongly urge you—as I have urged your commissioners—that we
would have a lot more knowledge if we could actually get the tick
size project out, if we could finish the Reg A Plus regulations, and
we are now approaching 4 years on the JOBS Act, and we still do
not have final crowdfunding rules. These are all tools to help small-
cap companies. Do you want to make a comment, or do you want
to go ahead and make a commitment for the record about when all
those projects will be finalized?

Mr. LUPARELLO. I can, on the record, too, I can quote the Chair,
who has said on a number of occasions that finishing the
crowdfunding rules and Reg A Plus are among her highest prior-
ities for this year.

Senator WARNER. But that was also, I think, a comment she
made last year, too.

Mr. LUPARELLO. On the tick size pilot, which is in my division,
we noticed the pilot plan in December—I am sorry, November. We
received a significant number of comments through the comment
period, which closed toward the end of the year. Our statutory
deadline for acting is early May, and we have every intention of
hitting that deadline.

Senator WARNER. Good. I think it is very important because it
is kind of like you could actually question whether a venture ex-
change might undermine the tick size pilot, so, you know, I think
getting that data would be very helpful.

Mr. LUPARELLO. We absolutely agree.

Senator WARNER. One of the other things I would simply ask,
and maybe some of you have got the data, and I have to say I was
part of this effort so I am guilty as well in the late 1990s of having
a whole series of companies, dot-com companies in particular, that
had huge valuations that very quickly went to zero. So while I
think it is great that we can get small-cap companies onto ex-
changes, I would like to get some record of particularly the number
of those late 1990s companies that went public that were still in
existence 3 or 4 years later, if we could get that for the record.
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I guess one of the questions I have got for everyone is that—you
know, I saw Arthur Levitt’s comments about venture exchanges
saying, you know, a solution in search of a problem. Do you all
want to comment? We know that Nasdaq has got the ability to
start a new exchange in 2011. I know the American Stock Ex-
change had a plan; I think it was called the Emerging Company
Marketplace in 1992. It never went forward. The Canadian Stock
Exchange has got a venture-type exchange. The Brits have got one.
You know, do we have any success records that we can point to?
Are the British the most successful so far? Mr. Griggs, do you
know—we talked earlier in the outer room. You might want to
share some of your comments about

Mr. GRIGGS. Sure.

Senator WARNER.——why you have not taken advantage of the
opportunity that you got granted in 2011.

Mr. GRIGGS. Yeah, thank you for the question. Our belief is that
through smart regulation a smaller-cap venture market can work,
but the best way to do that is through addressing the challenges
that the current small companies face that are already public, and
letting that take hold and then spill over to new companies poten-
tially looking to go public.

The challenges of starting a brand-new listing venue or exchange
due to the necessity of having connectivity, data feeds, et cetera,
and the limited economics that are involved in it make a brand-
new platform extremely challenging. So I think when you look at
it, our view would not be to open the flood gates and have an ex-
change that lists every OTC company that is on the market on this
exchange, but first and foremost fix some of the issues we have
talked about through the tick pilot, through potentially suspending
the UTP privileges as well as the market maker program, and cre-
ate a more sound small-company market for existing companies
first.

Senator WARNER. Would anybody else care to make a comment
or comment about some of the other smaller exchanges around the
country or around the world?

Mr. FARLEY. I would only add to my colleague’s comments that
the other thing to look at are the minimum listing standards and
whether or not it would be worthwhile to revise those minimum
listing standards to allow companies that are, in effect, smaller to
also be able to list on those exchanges.

Mr. LUPARELLO. I am probably the only one here old enough to
remember the AMEX EMC, and its failure was in part because of
the quality of the issuers that were brought forward. And I think
what we have seen in conversations now, including the issues
around the BX market, there was a much greater focus on that ele-
ment of investor protection of issuer scrutiny. I think anything we
do in this space has to have that as a very important component.
That plus, you know, making sure we are doing everything we can
to prevent investor confusion are clearly things that need to hap-
pen for a venture exchange to be successful.

Senator WARNER. Because it seemed to me, Mr. Chairman, just
the Canadian experiment seems to be such small-cap that it is al-
most a bit sketchy—a technical term. You know, whereas, the Brit-
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ish exchange seems to have a little more parameters. But I will
come back on the next round.

Senator CRAPO. Thank you, Senator Warner, and thanks for
those answers to those questions from the witnesses.

A number of you indicated that the regulatory environment need-
ed to be addressed, particularly the JOBS Act, and if I understood
you correctly, those of you who raised the JOBS Act were making
the point that it needs to—its provisions need to be strengthened
and, in fact, perhaps even adjusted to deal with this issue of the
smaller companies on a venture exchange.

Would any of you like to elaborate on how we should deal with
the regulatory environment in general and, in particular, how we
should deal with the JOBS Act? Mr. Griggs?

Mr. GRIGGS. Sure. I think as stated by my fellow panelists, the
most attractive provision today in the JOBS Act is the confidential
filing, and we do feel that could be expanded to other types of offer-
ings. In particular, PIPEs and other forms of secondary trans-
actions would be valuable to the smaller-cap companies is one area.

I think we do look at—the JOBS Act did also have provisions
that certainly allow for companies to stay private longer, and I
think the Committee should not overlook the fact that some of the
challenges in the private—in the venture space today can be solved
in the private market as well. So we make a recommendation of
clarifying the definition of accredited investors in our statement, as
well as looking at how the transaction between accredited investors
are officially recognized or approved are important. So that would
be our view as two examples that should be looked at in the next
version of the JOBS Act.

Senator CRAPO. Mr. Kupor, do you want to add to that?

Mr. KUPOR. Yeah, I would agree with that. But I would also say
I think in terms of the regulatory framework around which compa-
nies are going public, I think the JOBS Act has actually done a
very good job there. So I think, you know, having reduced the filing
requirements, you know, things like the confidential filings, test-
the-waters provisions I think has been very effective. So I see that
as less of an issue of companies making the decision to go public
than certainly it was prior to the JOBS Act. But I would agree that
certainly we could strengthen some of those provisions particularly
as it relates to the private markets as well.

Senator CRAPO. Mr. Farley or Mr. Luparello, do you want to
weigh in on this?

Mr. FARLEY. I agree with the comments of my colleagues. I would
just note that I have been more focused on and we have been more
focused on at the New York Stock Exchange with respect to the
regulatory provision, not extension of the JOBS Act per se, al-
though I do indeed agree, but some more of the items that have
already been discussed: number one, more discretion around tick
sizes for these smaller companies, but, number two—and if I can
kind of step back and give you a little bit of context, going back
20 years ago, the New York Stock Exchange for a New York Stock
Exchange-listed company traded 100 percent of the volume of those
stocks or thereabouts. And then there was something called UTP
that came into the market, which enabled and required that those
stocks be traded on multiple venues, which by and large was a very
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healthy construct for the market. And when you think about it for
a stock like, say, Bank of America, it has no really deleterious im-
pact on the liquidity of Bank of America stock, because it is so lig-
uid all day long, with a continuous bid-offer, even though it was
spread across many venues, but it was a one-size-fits-all model that
was put upon the market. And so for these smaller companies,
some of which trade only multiple times a day, maybe once a day—
some trade many times a day, but they are still relatively illiquid.
They, too, have this UTP obligation, and it would require, as I un-
derstand it, an act of Congress in order to provide discretion,
whether the company’s discretion or the exchange’s discretion or
even the SEC’s discretion, to look at those small companies and
say, well, wait a minute, do we really want to fragment liquidity
for a small company like this? Or do we want to bring it back to-
gether? There may be some resistance in general toward doing that
because people may say, well, wait a minute, is this the exchanges
looking to just bring more business and establish some sort of, say,
monopoly or duopoly? But this is a very, very small part of what
we do in terms of revenue, in terms of volume. This is more about
what can we do to help the little guy. And I think those kind of
changes coupled with some of the things my colleagues said could
be quite helpful.

Senator CRAPO. Thank you.

Mr. Luparello, do you have anything to add?

Mr. LUPARELLO. I would just point out on the issue of whether
there needs to be a legislative fix on the unlisted trading privileges
issue, that is something the staff at the Commission has studied
for a while, and is in the process of formulating a position. There
is certainly a way that you could read the statute that is very re-
strictive, and that, in fact, may be the conclusion, but that is not
a conclusion we have reached yet. So it seems incumbent upon us
to make a determination that we do not have the authority before
we come and ask for the authority.

Senator CRAPO. Well, thank you. It seems to me what I take
from the collective testimony here is that there is some very profit-
able potential for congressional changes that would either improve
or strengthen the JOBS Act or focus on getting the right level of
discretion for the tick size or for other decisions about this matter.
And it would be very helpful if you would help us to summarize
where Congress needs to act to help improve the potential for these
markets.

Senator Warner?

Senator WARNER. Thank you, Mr. Chairman. I want to follow up
on Mr. Farley’s comments.

I would agree as well that if we were going to go down this path,
you need to concentrate these trades on a single exchange so that
there is enough volume and focus to have a market maker and
hopefully to generate the research.

You know, I am—and with apologies if—in my prior life, I would
be sitting on your side of the table. But, you know, could a cynic
say that a venture exchange is just a quicker way for VCs to get
out of their investments or, to management, to get liquid earlier
on? Obviously, we have got lots of examples of when VCs leave or
management teams leave, early stage companies do not do as well.
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How do we guarantee the lockups and some of the protections
that—especially if you were suddenly bringing in less informed in-
vestors and the public?

Mr. KupPoR. Yeah, I think, Senator, it is a very fair point. One
thing I would point out is, number one, this is happening today in
the private markets in the absence of a venture exchange. So there
is a liquidity market that has been created initially for employees,
and so, you know, obviously Nasdaq Private Market has been a
part of this, and so I am sure Mr. Griggs can——

Senator WARNER. But that is generally with accredited investors,
isn’t it?

Mr. KUPOR. It is, yes, right. But I think what we are seeing is
there is certainly a lot of—to your question about whether this is
kind of venture capitalists or management looking for liquidity,
there are alternative avenues for them to achieve liquidity, albeit
to your point to accredited investors.

I also agree with your general point, which is I think the only
way that this venture exchange works and we do not have a re-
peat, obviously, of some of the companies that, you know, you men-
tioned from the early 1990s—or late 1990s, excuse me, is we would
have to have, you know, a regulatory regime that would actually
ensure that there is, you know, a more structured way for people
to actually exit these markets. So I agree with you that if this were
perceived as people trying to kind of, you know, run for the gates
on the liquidity side, I do not think it works. I do not think the
market maker is going to be there to support it. You know, the in-
teresting—the opposite is also true, which is in the absence of
these changes, I think the venture capitalists are actually quite
fine, even if we do not make these changes. So from an economic
perspective, it just means they will hold their stocks longer. It may
mean that they have to change their limited partner structures in
order to enable longer hold periods. But it probably means also,
you know, very significant appreciation still accrues to them in that
respect.

So I think this is more about making sure that we can kind of
find an appropriate time for the public investors to also be able to
participate in some of that appreciation.

Mr. GriGas. I will just add to that. I think those are great points
that Scott made. If you look at what is happening in the private
markets and how long companies are staying private, it is not just
the founder or the CEO looking for liquidity. It is also the employ-
ees who have been there for 7, 8, 9 years. It is the early investors
who have been in the portfolio or a company for a very long period
of time, and giving them access to liquidity does help them recycle
that cash into new investments into the economy. So I think pro-
viding some liquidity when we have seen this dramatic expansion
of how long companies stay private is fairly important. So that
would be an additional viewpoint.

Senator WARNER. I think one of you all raised what about the ad-
verse selection issue. You could say the good companies that are
still roaring with huge market caps are going to go straight to
Nasdaq or New York. You know, will—how do we protect against
that at least perception or reality? Would you encourage that ev-
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eﬁybgdy would start on a venture exchange? Or any comments on
that?

Mr. GRrRIGGS. Yeah, I will make a comment. I think that is our
viewpoint, that leveraging the existing market that exists today
with some smarter regulation is a preferred path by Nasdaq as op-
posed to creating a brand-new venture market that would be,
again, very challenging to attract that first company. And if you
look at the existing pool of companies on the Nasdaq Capital Mar-
ket, there are about 600 companies. I am not saying that is the
right size of companies that would be in this venture exchange, but
if you would look at that as a subset and then how far down you
want to go in terms of what the different qualifying standards are,
that would be a discussion we would want to have. But I think that
is how you would start this, again, not open it up to 2,000, 3,000
companies that may, if you look at the Toronto exchange, other ex-
changes around the world that are venture-like, they are that ex-
pansive. And I think our viewpoint would be that we limit the
{mmber of companies and hopefully deflect some of the adverse se-
ection.

Mr. FARLEY. As reflected in our written testimony—again, I did
not deliver all of it here today—we are not cavalier about moving
to this kind of venture exchange idea, and we have some of the
same concerns that you do. And so we need to at a minimum be
very deliberate about how we implement it.

One of the things we suggested in our testimony and I did men-
tion today is that the existing listing standards today are reason-
able. So to the extent that we lower those listing standards, we
think that we would need to provide additional disclosure to the
end investor and not just us, the exchange, but also there would
be an obligation on the broker-dealers.

You mentioned Canada. My understanding of the venture market
in Canada is they actually have a ticker where they flag for every
single stock that it is a “V” for a venture stock, which I think is
a reasonable approach.

My guess is your adverse selection concern is not—it is not theo-
retical. That is exactly what would happen. And Uber is not going
to choose to list on a venture exchange, if you will. And so it is im-
portant and it is incumbent upon all of us and you to make sure
that there is the appropriate level of disclosure for the companies
that would choose to list using these lower standards.

Senator WARNER. Mr. Chairman, I guess my time is up and go
back to your round, but I do think we ought to—I think this is a
very good hearing, but we ought to get from the panel and others,
you know, what steps we can take within some of the existing
frameworks, because my sense is that venture exchanges have been
tried, maybe we need to move toward that. But there are a series
of things—I am coming back to you, Mr. Luparello—that if we can
get the SEC to go ahead and finish some of the work they are al-
1("1eady working on, we might have some—we would have more good

ata.

Could I just get—the Chairman has been generous to give me
one more question. I was quite excited 5 years ago when the notion
of crowdfunding came about. You know, it has been slower to de-
velop, partially because of the lack of rules, partially as well even
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in other countries that have been more forward leaning. Do you all
want to make any comment on what you see as the future of
crowdfunding? You know, will it be the kind of broad-based capital-
raising tool? I particularly thought it was a potential for more rural
areas and areas where companies did not have access to sophisti-
cated venture money. Or is it going to be—you know, still remain
kind of a niche? Comments?

Mr. Kupor. I will make a comment on it. So I agree with your
position, which is I think it is more likely a viable source of capital
for things that probably are not accessible to the broader venture
capital market, and I think for that, that is actually quite valuable
and could be helpful.

You know, I will also say, you know, I do have a concern that
it is a little bit the same adverse selection concern that we have
talked about here with respect to venture exchanges, which is we
are talking about obviously the riskiest portion of the market. We
are talking about seed capital where we know the failure rates are
tremendously high. And I do worry a little bit about the dichotomy
here, which is we have—we are granting access to potentially
unaccredited investors even to be able to invest in what is probably
the riskiest portion of the market. At the same time we keep kind
of pushing out the IPO timeframe and, you know, kind of restrict-
ing to accredited investors the much later end of the market, you
know, maybe even some of these larger offerings that we are seeing
out there.

So, to me, my concern would be just, you know, do we really feel
like we have enough of a regulatory framework to be able to kind
of protect against bad actors in that market? And if so, I think it
can be a very viable economic alternative. But I do think it could
also end up as a significant opportunity for people to find that
there is greater risk than I think can be appreciated at the time
of investment.

Mr. GrIGGS. We tend to agree with the comments. When we look
at the JOBS Act, when it did come out, we were very excited about
some of the private market provisions, and they go down the path
of the Nasdaq Private Market. But I think a comment was made
initially by Mr. Luparello about geographical areas so that will
echo Mr. Kupor’s comment about the fact that this would be—is
not needed in certain parts of the marketplace that are very robust
from angel investing today. But there are certain parts that cer-
tainly could be beneficial, but you would have to be extremely vigi-
lant on the adverse selection because there will be some great sto-
ries on the positive side, but there is also going to be quite a bit
of downside risk there as well.

Senator WARNER. I do think for rural underserved areas, you
know, the ability to—because there is no seed capital, there are no
angel investor networks, it has the potential for—that we still need
to push. And, Mr. Luparello, I am going to try to hold the Chair’s
comments about making sure that we get those final regulations
out.

Mr. Chairman, I really appreciate you holding this hearing. 1
think it has been a very informative one.

Senator CRAPO. Well, thank you, Senator Warner. And, again,
thanks to the witnesses.
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I have a ton of other questions, but we are going to probably
have to wrap up here. What I would like to do is to follow up on
Senator Warner’s suggestion that we ask each of the witnesses to
provide—you were asking, I think, for a list or a description of
what steps we could take, short of creating a formal venture ex-
change, to help improve the dynamics. We have heard a lot of dis-
cussion about that here today, but if the witnesses could—even
though you have it in your written and in your oral testimony here
today, provided and said a lot of this, if you could just succinctly
give us a statement of what you think those steps might be that
we could take now even before the creation of an exchange, if the
creation of an exchange is a good idea, I think that would be very
helpful.

Senator CRAPO. And then I would like to add a request for an-
other list, and that would be a list of what you think the necessary
regulatory and legal fixes need to be made or structure needs to be
of an existing—the creation of a venture exchange. And let me just
give you an example of what I am thinking here.

In terms of the information that we have received so far, it seems
that there has been a strong suggestion that the potential charac-
teristics of any venture exchange should be to have scaled disclo-
sure requirements and more basic listing standards, wider tick
sizes for securities trading, and some have said that the trading of
venture exchange-listed securities should be limited to occur only
on a venture exchange. If there are other characteristics that a
venture exchange should have, I would love to have you give us
that list as well so that we can help to continue narrowing and
identifying the scope of the discussion and the action that we may
need to take here.

Senator CRAPO. Do you have anything else, Senator Warner?

Senator WARNER. No. Thank you.

Senator CRAPO. I would like to thank each of you. Your written
as well as your oral presentations have been outstanding and are
very helpful to us. And as I said at the beginning of this hearing,
I think that there is a tremendous amount of potential for us to
do some good things in this next Congress. And I will also state
again I am elated to be able to have as my co-partner here in this
endeavor on this Subcommittee, Senator Warner. He and I are
good friends, but we also are committed to making sure we have
a bipartisan effort to build good policy.

And so, again, thank you all for coming. Without anything else,
this hearing will be adjourned.

[Whereupon, at 10:57 a.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follows:]
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DIRECTOR, DIVISION OF TRADING AND MARKETS, SECURITIES AND EXCHANGE
COMMISSION

MarcH 10, 2015

Chairman Crapo, Ranking Member Warner, and Members of the Subcommittee:

Thank you for inviting me to testify on behalf of the U.S. Securities and Exchange
Commission (“SEC” or “Commission”) regarding exchanges focused on the listing
and trading of stocks of smaller companies. Smaller companies are important to the
strength of our economy. The SEC welcomes the opportunity to discuss approaches
that address the market structure needs of smaller companies and their investors,
which can serve to facilitate capital formation for such companies—an important
part of the agency’s mission.

The SEC is considering innovative approaches that appropriately balance the
needs of smaller companies for efficient secondary markets and the interests of in-
vestors in smaller companies. Venture exchanges potentially could achieve such a
balance by providing the investors a transparent and well-regulated environment for
trading the stocks of smaller companies that offers both enhanced liquidity and
strong investor protections. As such, they could strengthen capital formation and
secondary market liquidity for smaller companies and expand the ability of all in-
vestors to participate through well-regulated platforms in the potential growth op-
portunities offered by such companies.

Venture exchange listings could include both smaller companies that do not qual-
ify under the listing standards of the large securities exchanges and smaller compa-
nies that do qualify under such standards.!

My testimony today will provide an overview of market structure challenges for
smaller companies, efforts that the SEC already has taken and is taking in this
area, and statutory provisions that set the context for SEC review of venture ex-
change proposals. It is important to consider, as part of our review of current mar-
ket structure, the distinctive needs of smaller companies and their investors.

I. Market Structure Differences for Smaller Companies

The market for small companies is different from the market for large companies.
While smaller companies contribute significantly to the U.S. economy, the opportu-
nities for smaller companies seeking capital and for investors seeking to invest in
smaller companies are not comparable to such opportunities with respect to larger
companies.

For example, the smaller the company, the lower the level of ownership by insti-
tutional investors, which act as intermediaries for much of the available capital in
the modern U.S. equity markets. Smaller companies face the challenge of attracting
the attention of these institutional investors that typically seek to invest in large
sizes that are significant given the size of their portfolios. Moreover, given that most
smaller companies will inevitably have a significant percentage of ownership by in-
dividuals who are self-directed investors, small companies face the challenge of at-
tracting the attention of these individual investors, who often do not have the time
and resources of institutional investors to evaluate companies. To illustrate, Table
1 below sets forth ownership data for exchange-listed companies categorized by their
market capitalization. As can be seen, institutional investors dominate ownership
(83.5 percent) in Table 1’s category of largest companies, which are defined as those
with more than $1 billion in market capitalization. In contrast, for companies with
less than $100 million in market capitalization, individuals dominate ownership
with 80.1 percent of ownership or higher.

1Venture exchanges potentially could include existing or new exchanges that operate nation-
ally. The Commission could also consider local or regional exchanges that focus on companies
from a particular geographic area.
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Table 1
Percentage Ownership of Exchange-Listed Companies 2
Market Cap Median Institutional Median Individual
(millions) Ownership Ownership

$0-50 10.9% 89.1%
$51-100 19.9% 80.1%
$101-250 31.3% 68.7%
$251-500 43.7% 56.3%
$501-1000 62.4% 37.6%
$1001+ 83.5% 16.5%

These major ownership differences between small companies and large companies
are reflected in their coverage by research analysts. Table 2 below sets forth data
on the research coverage of NASDAQ-listed companies categorized by market cap-
italization. For Table 2’s largest category of companies with more than $1 billion
in market capitalization, only 1 percent have no coverage, and the median number
of analysts is 14. For companies with less than $100 million in market capitaliza-
tion, the median number of analysts is 1 or less, and 40 percent or more of compa-
nies have no research coverage.

Table 2
Research Coverage of NASDAQ-Listed Companies 3
Market Cap No Coverage Median Analysts
(millions)

§0-50 02% 0
$51-100 40% I
§101-250 18% 3
§251-500 §% 4
$501-1000 3% 1
$1001+ 1% 14

2 Jeffrey M. Solomon, CEO, Cowen and Company, “SEC’s Advisory Committee on Small and
Emerging Companies—Panel Discussion” at 13 (September 17, 2013) (“Solomon Presentation”)
(citing Bloomberg and Capital 1Q as of September 6, 2013 for listings on major U.S. exchanges),
available at hitp:/ /www.sec.gov /info | smallbus | acsec | acsec-091713-jeffreysolomon-slides.pdf). A
recent academic working paper found that, between 1980 and 2010, institutional investors in-
creased their holdings of the smallest companies that make up 10 percent of the value of the
market from 3.5 percent to 10.2 percent. See Marshall E. Blume and Donald B. Keim, Working
Paper, Institutional Investors and Stock Market Liquidity: Trends and Relationships, 1 (Aug. 21,
2012), available at http:/ /finance.wharton.upenn.edu | keim [ research | Changinglnstitution
Preferences  21Aug2012.pdf. While the study uses market value percentages, and thus is not
directly comparable to an analysis using percentages of the number of stocks, it provides evi-
dence of a potential upward trend in institutional ownership of small-cap stocks.

3 Solomon Presentation, citing CapitallQ as of September 6, 2013.
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Tables 1 and 2 also illustrate that not all “small” companies are alike. Although
all companies with less than $1 billion in market cap often are considered small-
cap or micro-cap companies,* there are major differences in ownership and research
coverage even within this category. They range from 62.4 percent institutional own-
ership and a median of 7 research analysts for NASDAQ-listed stocks with $501
million to $1 billion market cap, to 10.9 percent institutional ownership and a me-
dian of 0 analysts for NASDAQ-listed companies with less than $50 million market

cap.

These differences among tiers of smaller companies are also replicated in various
measures of secondary market liquidity. The Office of Analytics and Research in the
Division of Trading and Markets posted a research paper in September 2014 that
analyzed the market quality for small capitalization U.S. equities.> Among other
things, the paper sets forth differences in volume, bid-ask spreads, and order book
depth for exchange-listed companies with different market capitalizations and stock
prices (see Table 3).

Table 3

Market Quality Measures for Small and Medium Cap Exchange-
Listed Stocks in 2013 ¢ Stock Price from $10-19.99

Market Cap Ticker Median Dollar Median Cumulative Order Book
(millions) Symbols Volume Quoted Spread Depth
(buy orders 10¢ from
midpoint of best bid and
offer)
<$100 122 $11.000 28.61¢ $9.200
100-249 148 $185.000 10.51¢ $27.900
250-499 175 $761.000 4.78¢ $51.400
500-999 143 $2.413.000 2.49¢ $146.100
$1000-1999 92 $5.828.000 1.40¢ $361.100
$2000-4999 60 $16.754.000 1.03¢ $898.400

This research illustrates that significant measures of market quality rapidly dete-
riorate as market capitalization decreases. Smaller companies generally will have
less favorable metrics of market quality than larger companies. Among other things,
smaller companies on average have less public float than larger companies, which
yields less potential for trading volume.” Most market quality metrics are highly
correlated with trading volume. The key issue for the Commission to consider is
whether the current U.S. market structure optimally promotes capital formation for
smaller companies and the interests of their investors, which necessarily requires
an analysis of whether smaller companies can maximize their volume and other
measures of liquidity and market quality.® The data in Tables 1-3 counsel an ongo-
ing evaluation of how market structure can be changed to improve secondary mar-

4For example, the S&P SmallCap 600 Index includes companies with market capitalizations
that range from $400 million to $4 billion. See S&P Dow Jones Indices, available at http://
us.spindices.com /indices [ equity | sp-600. The Russell Microcap Index includes companies with
market capitalizations that average $560 million and range as high as $3.47 billion. See Russell
Investments, available at https:/ [www.russell.com [indexes /americas/indexes/.

5Charles Collver, “A characterization of market quality for small capitalization U.S. equities”
(September 2014) (“Small Cap White Paper”), available at hitp:/ /www.sec.gov | marketstructure /
research /[small cap liquidity.pdf.

6 See Small Cap White Paper at 4, 7, 15, and 17.

7Some of the lower liquidity of small cap stocks also may be due to greater informational
asymmetries, hence, higher information risk for small caps. See Easley, David, Soeren
Hvidkjaer, and Maureen O’Hara, 2002, Is Information Risk a Determinant of Asset Returns?
Journal of Finance 57(5), pp. 2185-2221.

8 Low secondary market liquidity may be reflected in a higher cost of capital, which can poten-
tially have adverse effects on capital formation. For example, research has shown that investors
in less liquid stocks demand a return premium, which translates into a higher cost of capital
for issuers, and hence may affect the allocation of resources in the economy. See Amihud, Yakov,
2002, Illiquidity and Stock Returns: Cross-Section and Time-Series Effects, Journal of Financial
Markets 5(1), pp. 31-56. Amihud, Yakov, Haim Mendelson, and Lasse Pedersen, 2005, Liquidity
and Asset Prices, Foundations and Trends in Finance, now Publishers Inc., Hanover, MA. Bren-
nan, Michael, Sahn-Wook Huh, and Avanidhar Subrahmanyam, 2013, An Analysis of the
Amihud Illiquidity Premium, Review of Asset Pricing Studies 3(1), pp. 133-176. The illiquidity
premium is concentrated among small stocks. See Ben-Rephael, Azi, Ohad Kadan, and Avi
Wohl, 2013, The Diminishing Liquidity Premium, Journal of Financial and Quantitative Anal-
ysis (forthcoming), available at: hittp:/ [ssrn.com |abstract id=1099829.

A recent study estimates the monthly illiquidity premium to be 0.5 percent. This study also
finds that return anomalies are attenuated when liquidity increases and concludes that policies
to stimulate liquidity and ameliorate trading costs improve capital market efficiency. See
Chordia, Tarun, Avanidhar Subrahmanyam, and Qing Tong, 2014, Have Capital Market Anoma-
lies Attenuated in the Recent Era of High Liquidity and Trading Activity? Journal of Accounting
and Economics 58(1), pp. 41-58. Investment banks’ fees in seasoned equity offerings (SEOs) are
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ing evaluation of how market structure can be changed to improve secondary mar-
ket liquidity for smaller companies and their investors.

II. SEC Efforts to Improve Market Structure for Smaller Companies and
Their Investors

A. SEC Advisory Committee on Small and Emerging Companies

The challenges facing smaller companies and their investors have been a focus at
the SEC for some time. This focus has been highlighted in the SEC’s Advisory Com-
mittee on Small and Emerging Companies (“Advisory Committee”). The Advisory
Committee’s mandate relates to small and emerging privately held businesses and
publicly traded companies with less than $250 million in public market capitaliza-
tion. Its mission is to provide the Commission advice with respect to protecting in-
vestors, maintaining fair, orderly, and efficient markets, and facilitating capital for-
mation, as they relate to capital raising, trading, public reporting, and governance
requirements in the securities of these small companies.

In March 2013, the Advisory Committee recommended to the Commission the cre-
ation of a separate U.S. equity market that would facilitate trading in the securities
of small and emerging companies.® The supporting materials for that recommenda-
tion indicate that two of the most significant challenges facing such companies in
the secondary market are attracting the attention of a wide range of investors and—
closely related—achieving a liquid secondary market.

B. Prior Approval of Venture Exchange

Traditionally, exchanges have offered a suite of services that are tailored to meet
the needs of two key constituencies of an equity market—listed companies and in-
vestors. For listed companies, exchanges can offer heightened visibility and a more
liquid trading market than might be available in the unlisted markets. For inves-
tors, exchanges can offer important investor protections, such as heightened trans-
parency of trading, and effective oversight of trading and listed company standards.
These investor protections help promote confidence in the integrity of the trading
market and listed companies. In addition, a good secondary market can support cap-
ital formation and issuers’ ability to raise capital on more favorable terms. By offer-
ing greater liquidity and more efficient pricing, a good secondary market helps as-
sure that investors will have an efficient means of liquidating their positions in a
company if and when they choose. And a strong secondary market generates price
discovery that helps efficiently allocate capital to the companies most able to put
it to productive use.

In addressing the unique needs of smaller companies and their investors certain
considerations need to be addressed. For example, smaller companies generally in-
volve greater investment risk. For investor protection purposes, it is vital that inves-
tors understand those risks and that the nature and size of their investment is suit-
able for their investment objectives. Exchanges, the SEC, and other regulators must
be aware of the risks associated with smaller companies and put appropriate protec-
tions and surveillances in place to help minimize them.

The Commission also has previously approved market-driven proposals that ap-
propriately balance the benefits and risks of smaller companies, while protecting in-
vestors. For example, the Commission approved a venture exchange in 2011—the
BX Venture Market created by NASDAQ OMX BX, Inc.10 The BX Venture Market
is designed for securities of smaller companies being delisted from another national
securities exchange for failure to meet quantitative listing standards and for smaller
companies contemplating an initial exchange listing. The goal of the BX Venture
Market is to provide an opportunity for smaller businesses to have their securities
traded in an environment that offers the potential for enhanced transparency, li-
quidity and regulatory oversight, which could make these companies more attractive
to potential investors. The BX Venture Market’s rules include a variety of measures
to address investor protection concerns. These include rigorous vetting of listing ap-
plicants, such as background checks and independent investigators, enhanced sur-
veillance of trading, and clear disclosure to investors that BX-listed securities differ
from other exchange-listed securities because they generally present more risk,
among other things.

also significantly higher for firms with less liquid stock. See Butler, Alexander, Gustavo Grullon,
and James P. Weston, 2005, Stock Market Liquidity and the Cost of Issuing Equity, Journal
of Financial and Quantitative Analysis 40(2), pp. 331-348.

9The Advisory Committee’s materials are available at htip:/ /www.sec.gov/info/smallbus/
acsec-archives.shtml#recommendations.

10 Securities Exchange Act Release No. 64437, 76 FR 27710 (May 12, 2011).
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In approving the exchange, the SEC noted that the exchange could provide small
companies with an alternative to being quoted on the unlisted market by offering
these companies the opportunity to list their securities on an exchange, in an envi-
ronment that offers the potential of enhanced liquidity, transparency and oversight.
Moreover, providing an alternative to the over-the-counter market could also facili-
tate competition for the quotation/listing of securities of smaller issuers. In addition,
the SEC noted that the availability of an exchange listing, and the prospect of more
efficient secondary market trading, could facilitate smaller issuers’ ability to raise
capital and invest in the growth of their businesses. Finally, the Commission be-
lieved that clear disclosures distinguishing BX Venture Market from the NASDAQ
Stock Market would reduce the potential for investor confusion.

To date, however, the BX Venture Market has not been launched. My under-
standing is that concerns about ensuring adequate liquidity in BX-listed securities
and attracting liquidity providers, at least in part, have caused the delay.

C. Tick Size Pilot

The Commission also has sought to address concerns about improving liquidity in
the secondary market for smaller companies through the development of a pilot pro-
gram that would allow smaller companies to trade at wider tick sizes. In June 2014,
the SEC directed the equity exchanges and FINRA to act jointly in developing and
filing a national market system plan to implement a tick pilot program.!! The Com-
mission noted particularly that a pilot program could facilitate studies of the effect
of tick size on liquidity, execution quality for investors, volatility, market maker
profitability, competition, transparency, and institutional ownership in the stocks of
small-capitalization companies.

The efforts to develop a tick size pilot for smaller companies have progressed over
the last year. In November 2014, the SEC published for public comment a national
market system plan submitted by the SROs to implement a tick size increase for
the stocks of smaller companies.’2 The comment period ended on December 22,
2014, and the SEC is closely considering the comments in assessing how to pro-
ceed.13 The data from the pilot program could help the SEC and market partici-
pants assess the impact of wider tick sizes for small and mid-cap companies.

Although widening tick sizes potentially could improve liquidity in smaller com-
pany stocks, it may not be a complete solution to the challenges faced by smaller
companies as discussed in Section I above. For example, the smallest of these com-
panies have average daily dollar volume of less than $10,000 and bid-ask spreads
of more than 28 cents. For these and other smaller company stocks, it appears that
other regulatory initiatives are worthy of consideration.

II1. Exchange Act Provisions that Govern Venture Exchange Proposals

As with other types of national securities exchanges, venture exchanges are re-
quired to register with the SEC. Their rules and other material aspects of their op-
erations are subject to a public notice and comment process, and, ultimately, SEC
approval. To approve an exchange rule proposal, the SEC must find that it is con-
sistent with the relevant provisions of the Securities Exchange Act of 1934 (“Ex-
change Act”).

As it did with the BX Venture Market, the SEC will carefully consider any efforts
of exchanges to fashion innovative services that are particularly designed to meet
the needs of smaller companies and their investors. The SEC will continue to be at-
tentive to both the benefits and potential risks of venture exchanges, with a par-
ticular focus on whether it can facilitate capital formation and address concerns
about investor protection. For example, venture exchanges must operate in ways
that are transparent and forthcoming regarding the risks of investing in venture ex-
change companies. In general, the SEC has considerable flexibility to interpret the
Exchange Act in ways that recognize the particular needs of smaller companies and
their investors.

For example, the BX Venture Market adopted quantitative listing standards, such
as stockholders’ equity, that were lower than those of any other national securities
exchange with an active listings program, but these lower listing standards were
balanced by rigorous vetting, surveillance, examination, and disclosure requirements
to protect investors. In addition, stocks to be listed in the BX Venture Market are
not considered national market system securities under Section 11A(a) of the Ex-

11 Securities Exchange Act Release No. 72460, 79 FR 36840 (June 30, 2014).

12 Securities Exchange Act Release No. 73511, 79 FR 66423 (November 7, 2014).

13The SEC recently extended the time period for considering the proposed tick pilot plan until
May 6, 2015. Securities Exchange Act Release No. 74388, 80 FR 12054 (March 5, 2015).
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change Act. They therefore are not subject to Regulation NMS, which applies only
to national market system securities.

As discussed below, several Exchange Act provisions, however, do limit the flexi-
bility available to the SEC in approving any proposed venture exchange models,
particularly with respect to how they maximize liquidity in secondary market trad-
ing. As evidenced by the market quality statistics above, maximizing liquidity is
likely to be essential to the success of venture exchanges.

In this regard, there are a variety of potential initiatives that a venture exchange
might explore to promote liquidity. One option would be to limit all trading to par-
ticular times of the day or through particular mechanisms. Such an option could in-
clude running batch auctions at particular times that are designed to centralize li-
quidity across both price and time. Another option would be to attract dedicated li-
quidity providers with a package of obligations for making a market in listed compa-
nies, balanced by benefits for providing high-quality liquidity. A third option would
be to explore different minimum tick sizes in ways not limited to those under con-
sideration in a tick size pilot.

A key element that likely would be essential to the success of these and other ef-
forts is protecting the liquidity pool on the venture exchange. If trading venues
other than the venture exchange could execute trades in the venture exchange’s list-
ings and thereby bypass the mechanisms designed to maximize liquidity, the effec-
tiveness of these liquidity-enhancing mechanisms might well be impaired.

Trading volume in U.S.-listed equities today is widely dispersed across a variety
of different venues, including 11 exchanges, 46 dark pool ATSs, and more than 200
broker-dealers. This dispersal of trading volume is even greater for the stocks of
smaller companies. For example, the table below breaks out the trading volume in
January 2015 across the three tiers of NASDAQ-listed stocks—NASDAQ Global Se-
lect (“NGS”), NASDAQ Global Market (“NGM”), and NASDAQ Capital Market
(“NCM”). The initial financial and liquidity requirements for the NGS tier are high-
er than those for the NGM tier and, likewise, the initial listing requirements for
the NGM tier are higher than those for the NCM tier.

Table 4
Dispersal of Volume Across NASDAQ Listing Tiersl4

Listing Tier | Total Volume NASDAQ NASDAQ TRE" | Other Exchange
and TRF
NGS 81.45% 29.02% 30.78% 40.19%
NGM 11.73% 20.47% 36.13% 43.40%
NCM 6.82% 22.06% 41.54% 36.40%

These data show that stocks in the NASDAQ listing tier (NGS) with the most ex-
tensive listing requirements account for the largest share of trading volume, relative
to stocks in the bottom two listing tiers. When considering the composition of trad-
ing volume by trading venue for stocks in each NASDAQ listing tier, NASDAQ ex-
change trading accounts for a larger share of trading volume (29.02 percent) for
stocks in the highest listing tier relative to stocks in the bottom two listing tiers
(22.06 percent and 20.47 percent). Conversely, the off-exchange portion of trading
(represented by NASDAQ TRF) accounts for a smaller share of trading volume
(30.78 percent) for stocks in the highest listing tier, relative to stocks in the bottom
two listing tiers (41.54 percent and 36.13 percent).

The broker order-routing practices that led to these statistics for NASDAQ-listed
securities would likely be similar for venture exchange-listed securities. As a result,
venture exchanges might seek to adopt rules applicable to their members, or request
the SEC to adopt market-wide rules applicable to all exchanges and broker-dealers,
that limit the extent to which other venues could bypass the venture exchange’s
mechanisms for centralizing and maximizing liquidity.

14Se¢e NASDAQ OMX, Inc., available at https:/ /www.nasdaqtrader.com/trad-
er.aspx?ID=marketsharedaily. The column for Total Volume captures relative trading volume
across the three tiers of NASDAQ-listed stocks, while the columns for NASDAQ, NASDAQ TRF,
and Other Exchange and TRF capture relative trading volume within each listing tier.

15The NASDAQ TRF (Trade Reporting Facility) reflects trades reported by off-exchange
venues. Across all NASDAQ-listed stocks, the NASDAQ TRF represents approximately 93% of
off-exchange volume. The other 7% of off-exchange volume in NASDAQ-listed stocks is reported
to the NYSE TRF.
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Two Exchange Act provisions provide standards for the SEC to adopt or approve
measures to protect the liquidity pool of a venture exchange.

Section 11A(c)(3) authorizes the Commission to prohibit broker-dealers from exe-
cuting transactions otherwise than on an exchange, provided that the Commission
is able to make certain findings. For example, Section 11A(c)(3)(A)(i) requires a find-
ing that the fairness or orderliness of the markets has been affected in a manner
contrary to the public interest or the protection of investors, and Section
11A(c)(3)(A)Gii) further requires a finding that the maintenance or restoration of
fair and orderly markets may not be assured through other lawful means under the
Exchange Act. Moreover, Section 11A(c)(3)(A)(ii) requires a finding that “no rule of
any national securities exchange unreasonably impairs the ability of any dealer to
solicit or effect transactions” for its own account. Accordingly, Section 11A(c)(3)(A)
imposes a substantial test for the Commission before it can adopt rules that restrict
the ability of broker-dealers to execute off-exchange trades in stocks listed on ven-
ture exchanges. It is worth noting that Section 11A(c)(3) was adopted in 1975, when
a major congressional concern was the dominance of trading volume by the major
stock exchanges in their listings.

The other Exchange Act provision limiting the extent to which a liquidity pool of
a venture exchange can be protected is Section 12(f), which was enacted in 1994.
It generally grants exchanges the right to trade securities listed on other exchanges
(“unlisted trading privileges” or “UTP”) as long as the UTP exchange has appro-
priate rules in place to govern such trading. As with Section 11A(c), Congress adopt-
ed Section 12(f) when the major stock exchanges dominated trading in their listed
companies. In the context of initial public offerings (“IPOs”), the statute gives the
Commission authority to delay unlisted trading in IPO shares for a certain period
after the IPO’s launch, with Section 12(f)(1)(C) setting an initial interval of two
trading days. Consequently, even with respect to IPOs, Section 12(f) presents a
meaningful test for approving an extended period when exchange trading may occur
only on the listing exchange, particularly for periods sufficient to enable smaller
companies to reach adequate levels of liquidity such that UTP restrictions were no
longer reasonably necessary.

Of course, the Commission would need to carefully evaluate whether rules pro-
tecting the liquidity pool of a venture exchange would serve the needs of small com-
panies, their investors, and the broader markets. Simply allowing a venture ex-
change or its liquidity providers to enjoy monopoly trading privileges would not be
the justification or objective, and such rules could be approved only after a full op-
portunity for public notice and comment. As with any rule where the Commission
must determine whether an action is necessary or appropriate in the public interest,
the Commission must also consider the protection of investors and whether the ac-
tion will promote efficiency, competition, and capital formation. Moreover, the Com-
mission would have to evaluate whether and when any period of liquidity pool pro-
fecti(&n would need to end if a listed company reached significant size and levels of
iquidity.

The Commission must also consider how efforts to protect a venture exchange’s
liquidity pool would affect competition. While such efforts would restrict one form
of competition—that is, competition among trading venues for order flow in a par-
ticular group of securities—it could potentially open up new forms of competition.
Multiple venture exchanges might compete to fashion market structures designed
to maximize liquidity for small companies and investors that currently are unavail-
able under the existing Exchange Act regulatory scheme. Such competing venture
exchanges could be created by existing exchange groups or others, such as groups
of dealers who believe they have the ability to offer innovative and competitive serv-
ices to smaller companies. It is also possible, however, that high costs and other bar-
riers to entry, such as network effects or cost-related economies of scale, may result
in a more concentrated market with few active venture exchanges. The success or
failure of the exchanges would largely depend on the extent to which the various
venture exchanges were able to attract small companies and their investors.

In sum, competition in the equities markets can assume many forms across dif-
ferent stages in the listing and trading process. A key policy question is whether
the current U.S. market structure for smaller companies enables competition in
ways that ultimately redound most to the benefit of smaller companies and their
investors. Particularly if combined with strong measures to promote investor protec-
tion and market integrity, opening up new forms of competition in the listing and
trading of smaller companies potentially could offer significant benefits to smaller
companies and their investors. Conversely, protecting the liquidity pools of venture
exchanges in their listings and thus eliminating off-exchange competition for trading
volume from broker-dealers may affect execution costs, resulting in potentially larg-
er transaction costs for investors. The potential benefits and costs of various forms
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of competition in the secondary market for smaller companies is an issue that war-
rants close consideration by Congress, the SEC, and the public.

IV. Conclusion

Thank you again for inviting me to discuss an issue of such importance to the
U.S. equity markets and economy. I look forward to answering your questions.

PREPARED STATEMENT OF THOMAS W. FARLEY

PRESIDENT, NEW YORK STOCK EXCHANGE GROUP
MarcH 10, 2015

Chairman Crapo, Ranking Member Warner and Members of the Subcommittee,
we appreciate your interest in capital raising for small-cap companies. My name is
Tom Farley and I am President of the New York Stock Exchange Group (NYSE).
I have been in the business of exchanges for most of my career including as Presi-
dent and COO of ICE Futures US (formerly the New York Board of Trade) and as
Senior Vice President of Financial Markets at Intercontinental Exchange (ICE)
where I oversaw the development of initiatives within ICE’s financial markets.

NYSE Group includes the iconic New York Stock Exchange as well as two addi-
tional equities exchanges, two options exchanges and a bond trading platform.
Across these venues we list and trade cash equities, equity options, exchange traded
products and debt securities which are accessible to all investors through their
broker-dealer. Of our listing exchanges, NYSE MKT has traditionally been the list-
ing venue for smaller public companies. Over the years there have been several ef-
forts in the United States to address the needs of smaller companies seeking access
to capital through both exchange and non-exchange solutions.! In fact, NYSE re-
cently announced a mid-day auction for less liquid securities that we intend to
}g%réc)h later this summer if approved by the Securities and Exchange Commission

As many of you know, the data around smaller companies accessing the public
markets for capital is discouraging when compared to the data of the late 1990s.2
Companies are spending more time as private companies in part due to increased
regulatory hurdles to becoming and being a public company and, once public, a lack
of liquidity in the trading of shares of smaller public companies. As a listing ex-
change, we have witnessed the negative impact on liquidity in shares of smaller
public companies as the incentives for market makers to participate in these securi-
ties have diminished. As a result, venture capital is locked up in companies for
longer periods of time, which decreases the availability of venture capital for new
companies.

Venture Exchanges

NYSE believes that the idea of venture exchanges is worth Congress’s attention
and may be of value to smaller companies seeking capital and their venture capital
investors seeking a liquidity event that will free up money for new investment.
While we believe many of the concerns raised about venture exchanges can be ad-
dressed through education, we also recognize that companies available for trading
on venture exchanges will have a higher rate of failure and could potentially shed
a dark cloud over the rest of the U.S. public markets. Consequently, we believe it
will be important that companies listing on venture exchanges have an appropriate
level of financial disclosure and that, in addition to the added oversight a venture
exchange listed security would receive from the exchange’s Self-Organization (SRO),
venture exchanges, broker-dealers and investment advisors should differentiate a
venture exchange traded security from one listed on a national securities exchange.

Listing Standards

In addition to the appropriate levels of differentiation, NYSE believes there
should be minimum listing standards in place that a venture exchange can develop
and change over time to ensure that the intended companies are targeted. We be-
lieve two likely standards would be based on a minimum level of public float and

1In 1992 the American Stock Exchange launched the Emerging Company Marketplace which
was closed in 1995. More recently several private markets have launched platforms for the trad-
ing of nonregistered securities and Congress enacted the JOBS Act, of which several provisions
are designed to help capital raising for Emerging Growth Companies. In addition, last summer
the national securities exchanges that trade cash equities and FINRA proposed an NMS Plan
pilot to study the impact of wider tick sizes on the trading of smaller public companies.

2Securites and Exchange Commission Chairman Mary Jo White, June 5, 2014; http://
www.sec.gov [ info [ smallbus [ acsec | slides-acsec-meenting-030415-venture-exchanges-weild.pdf.
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a minimum number of shareholders. These thresholds can be set relatively low. We
would suggest a public float of around $1 million and a minimum of 50 share-
holders. We would warn against requiring a minimum price threshold for the ven-
ture exchange securities and, for this reason, believe that Congress should strongly
consider exempting venture exchange securities from the penny stock require-
ments.3 Venture exchange companies should also be expected to graduate from a
venture exchange to a national securities exchange where higher listing standards
and greater financial scrutiny exists. Such thresholds for graduation could be de-
signed around the current minimum listing standards for national securities ex-
changes.

Venture exchanges should be required to register as national securities exchanges,
which are self-regulatory organizations. Through its obligations as an SRO, a ven-
ture exchange would be responsible for venture companies’ compliance with listing
standards and the surveillance of trading activity taking place on the venture ex-
change. In fulfilling that obligation, NYSE would require and confirm that compa-
nies meet the minimum listing standards prior to listing and monitor for companies’
compliance with the continuing listing standards. An SRO would also conduct back-
ground checks of directors and senior management of the venture companies both
prior to listing and upon any change of directors or senior management.

Market Structure

Several suggestions have been made with regard to the market structure for trad-
ing of venture companies. Among the suggestions is whether a venture exchange
should be permitted to trade securities listed by another venture exchange. These
unlisted trading privileges (UTP) are currently granted by Section 12(f) of the Secu-
rities Exchange Act of 1934 and permit an exchange to trade securities listed on
another national securities exchange immediately following an initial public offer-
ing. It is this statutory privilege that allows NASDAQ OMX to trade NYSE listed
securities and vice versa. Many have argued that eliminating UTP would result in
less fragmentation of liquidity in venture securities and, thus, encourage market
makers to post more liquidity at better prices. While we support eliminating UTP
for venture exchange securities because it would have the effect of centralizing li-
quidity among venture exchanges, it is important to note that off exchange venues,
such as dark pools, would continue to be able to trade venture securities away from
venture exchanges in the over-the-counter market. If helping small companies
source liquidity and raise capital is the goal, we believe it is essential that rules
also be adopted to require lit liquidity at the National Best Bid (NBB) or National
Best Offer (NBO) be given primacy over dark liquidity at the NBB and NBO, and
that exceptions to the rule be limited to instances when brokers are matching trades
of large size or when the orders receive meaningful price improvement better than
the NBB or NBO. Without such a rule being adopted, we believe the incentive for
market makers to participate in venture exchanges will be lost and liquidity will
remain anemic in these securities. Eliminating UTP will, however, allow for each
venture exchange to design its own market structure with regard to tick sizes and
execution design (e.g., continuous trading or periodic auctions). This flexibility would
give the venture exchanges the ability to test new designs and find the right balance
that is best for venture exchange listed securities.

Another key topic is with respect to preemption of State registration of securities
listed on a venture exchange. Again, if Congress’s intent is to create a venue with
minimal hurdles to success, we believe Congress should give serious consideration
to preempting State registration just as it has previously done for listed companies
and products on national securities exchanges. If Congress does not preempt State
registration, we recommend adopting a provision that gives the SEC the ability to
preempt State registration after a stated period of time if it is determined by the
SEC that State registration is an inhibitor to the success of venture exchanges. We
recognize the efforts of State securities commissioners to establish an easier path
to registration and can see value in testing that option.* However if that effort does
not succeed once it is further tested, it would be prudent to have a mechanism in
place as a backstop.

3See Exchange Act Section 15(h) and Exchange Act Rules 3a51-1 and 15g-1 through 15g-
100 http:/ |www.ecfr.gov | cgi-bin [ text-idx?c=ecfr&tpl=/ ecfrbrowse | Title17 |
1 7cfr240 main_ 02.tpl.
http:/ |www.sec.gov | info /smallbus [ acsec | chart-meeting-030415-coordinated-review-
chart.pdf.
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Conclusion

NYSE believes that the U.S. capital markets are one of the best avenues available
for companies of all sizes to access growth capital. We are protective of the con-
fidence investors have in the U.S. capital markets but believe that if designed ap-
propriately, venture exchanges may give small companies access to capital not cur-
rently available to them and investors the ability to invest in smaller companies
with greater regulatory scrutiny than is currently available in the over-the-counter
market for unlisted securities.

PREPARED STATEMENT OF SCOTT KUPOR

MANAGING PARTNER, ANDREESSEN HOROWITZ
MARCH 10, 2015

Chairman Crapo and Ranking Member Warner, thank you very much for the op-
portunity to speak with the Committee regarding capital formation and the topic of
venture exchanges. I applaud this Committee for your efforts to examine liquidity
challenges existing in today’s small cap market. This is a critical issue to the health
of our markets, entrepreneurship and the American economy.

By way of background, I am the Managing Partner for Andreessen Horowitz, a
$4.5 billion multi-stage venture capital firm focused on IT-related investments. We
invest in both consumer-facing IT companies and those that sell primarily into cor-
porate enterprises. We have been operating this business for just over 5% years
and some of the companies in which we have invested and with which you may be
familiar include Facebook, Twitter, AirBnB and Pinterest.

Prior to joining Andreessen Horowitz, I held several executive positions in a pub-
licly traded software company named Opsware, which we sold to Hewlett Packard
in 2007. Prior to Opsware, I was an investment banker servicing technology compa-
nies at both Credit Suisse First Boston and Lehman Brothers.

The Current Landscape

Before jumping into the specific topic of venture exchanges, I'd like to spend a
minute on the current state of capital formation for venture-backed startups in the
United States.

It’s been well documented by various commentators that the number of Initial
Public Offerings (IPOs) in U.S. markets has fallen significantly since 1997. This is,
at least in part, a reason why the total universe of listed companies in the United
States has fallen by nearly 50 percent over that same time period. [See David Weild,
‘};Tll)le]U.S. Need for Venture Exchanges,” March 4, 2015—attached hereto as an ex-

ibit].

And while it is also true that, in large part due to the work of this institution
through the passage of the Jumpstart our Business Startups (JOBS) Act, we have
seen a more robust IPO environment in 2013 & 2014, the volume and characteris-
tics of those IPOs remain very different.

In particular, IPOs that raise $50 million or less, a proxy for truly micro-cap com-
panies with market capitalizations of $250-500 million, has remained below 25 per-
cent of all IPOs for nearly 15 years. In contrast, from 1991-1997, as many as one-
half to two-thirds of IPOs raised $50 million or less in proceeds.

Looking at the IT sector, which is the area in which we invest, we have seen simi-
lar trends.

From 1980-2000, the industry produced just north of 2,400 venture-backed IT-re-
lated IPOs. In contrast, for the 14-year period from 2001-2014, there were a total
of approximately 500 IPOs.

Relatedly, time to IPO has significantly elongated over the same time periods: in
the 1980-2000 time period, the median time to exit for IT-related IPOs was 6.5
years; for the 2001-2014 cohort, it was over 9 years. In 2014 alone, the median time
to IPO was 11 years. [These data are published by Jay Ritter, “Initial Public Offer-
ings: Updated Statistics,” December 20, 2014].

Combining these various data points, we see the following trends—the total num-
ber of IPOs has declined significantly, the average time to IPO has elongated and,
correspondingly, the relative maturity of companies at the time of IPO has also

own (as an example, the median sales at time of IPO for the 1980-2000 class was

30 million, compared with just shy of $100 million for the 2001-2014 class).

Why should we care about this?

In addition to the strong nexus between IPOs and job growth, we are at risk of
creating a two-tiered capital markets structure in which the vast majority of invest-
ment appreciation accrues to those institutions and wealthy individuals who have
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access to invest into the private markets, at the expense of public market investors
(and, in particular, the vast majority of individual Americans who comprise the re-
tail investor base).

That is, when companies do in fact go public, because they do so at a later stage
of financial development, they are of course lower risk investments, but also with
the attendant lower return potential. As an example, public investors in Microsoft
have seen an appreciation in the public stock price of approximately 500 times the
initial public offering price. For public investors in Facebook to see this level of pub-
lic market appreciation would require that Facebook grow to a market cap that ex-
ceeds the entire market cap of the global listed markets today.

In the absence of doing something to address these trends, we will continue to
see the private markets developing their own solutions to enable private companies
to remain private. In fact, today we see larger amounts of institutional capital being
made available in the late-stage private markets—both in the form of primary cap-
ital and in the form of secondary sales intended to provide partial liquidity to em-
ployees. These transactions are being funded by hedge funds, sovereign wealth
funds, family offices, large technology-focused buyout firms and mutual funds. With
the exception of the last category of investor, none of these investors services the
retail investor.

What are potential ways to address these trends?

Doing so requires that we address the underlying issues that are impacting com-
panies’ decisions to stay private longer:

e Economic issues—e.g., the one-time costs associated with going public and the
ongoing costs associated with regulatory compliance

e The post-IPO trading environment—i.e., how will my stock trade in the
aftermarket; will I be able to raise additional capital as a public company; will
I achieve the benefits of going public without being an orphaned stock?

Economic Issues

While there are always more ways to streamline the economic costs of becoming
and remaining a public company, the JOBS Act has done a good job of lessening
the burden for emerging growth companies (“EGCs”) in this area. When we talk
with our portfolio companies, this is far less an impediment to going public, al-
though it 1s more acute for smaller companies where the public company compliance
costs as a percentage of their total cost base is still significant.

It should also be noted that the Confidential Filing provisions of the JOBS Act
have been very significant in making the on-ramp to an IPO much smoother. Com-
panies no longer have to expose themselves in a long quiet period, where their com-
petitors have an unfair ability to paint their story without the company’s ability to
respond adequately.

Post-IPO Trading Environment

Thus, the most significant remaining deterrent to companies going public is the
after-market environment in which they will have to live as a public company.

Outside the scope of this hearing—but an important issue nonetheless—has been
the growth of activist shareholders and the tendency toward short-term investing
more generally. Particularly in technology companies, where the product cycles ulti-
mately drive most of the enterprise value, investments in R&D that have the near-
term impact of depressing earnings per share to create long-term growth and com-
petitive advantage can be difficult to make if subject to activist and other short-term
investor pressures. This is the reason why you see a significant amount of dual class
stock listings among recent tech IPOs—this is the best way to protect against short-
term influences that could detract from R&D investments.

More fundamentally, the after-market trading environment is directly correlated
to the market capitalization and ultimately liquidity, of the company post-IPO. If
a company’s market cap is large enough (a minimum of $1 billion), it can attract
research support and market-making resources from the sell-side investment banks.
As a result, this firm will garner institutional investor support, robust liquidity and,
ultimately, the ability to tap the public markets for additional growth capital.

In contrast, for small market cap companies, the economics simply don’t work for
either sell-side research or market-making investments and, as a result, liquidity
and institutional investor support are very low. The details of this phenomenon
have been described more fully in the Equity Capital Markets Task Force November
2013 report to the Treasury Department (which is attached hereto as an exhibit).

Among the reasons for low liquidity is the move to decimalization and is why we
have advocated for the robust tick size pilot program that is currently pending be-
fore the SEC. Empirical data is required to demonstrate that clustering trades at
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fewer price increments will enhance trading liquidity and thus reduce the “tax” that
institutional investors face when trying to enter or exit such stocks. That is, any
attempt to buy a low liquidity stock causes the stock price to increase on entry and
attempts to sell similarly drive down the stock price.

As a result of this challenged after-market trading environment for small cap
stocks, many issuers simply choose to postpone an IPO until they matured to a
point where they can attain a market cap sufficient to engender adequate liquid-
ity—this explains the substantial decrease inthe sub-$50 million TPO market. Li-
quidity is required to create a stable after-market, to enable meaningful stock price
appreciation through the attraction of institutional investors and to permit compa-
nies to raise follow-on growth equity financing in the public markets. This liquidity
seldom exists in the current market for small cap stocks.

Venture Exchanges

Given the above, how would venture exchanges impact capital formation? I'd like
to offer a few thoughts in relation to the economic issues and post-IPO trading envi-
ronment concerns noted above.

With respect to economic issues, a successful venture exchange would need to em-
ploy a regulatory framework that at a minimum incorporated the JOBS Act EGC
filing/ongoing requirements. However, if the goal were to enable a significant pro-
portion of sub-$50 million IPOs, it would likely require a framework that could scale
down to Reg A+-like regulations for smaller companies. This approach would likely
reduce the costs sufficiently to no longer serve as a barrier to participation in the
marketplace. Blue-sky pre-emption would also be a critical component of any well
functioning venture exchange. Any regulatory regime, however, would need to be
evaluated as well based upon its ability to attract and protect investors from bad
actors.

Turning to the post-IPO trading environment, at a minimum a venture exchange
would need the flexibility to set appropriate tick sizes (and likely trade-at require-
ments) to foster trading liquidity at fewer price increments. As a result, I strongly
believe that any decision to explore venture exchanges should not obviate the need
to ensure that critical changes are made to the pending tick size pilot, as the empir-
ical data from a well-designed pilot with an adequate length of at least 3 years
would prove critical to determining the right trading rules for a venture exchange.

There are also a number of open questions and concerns that I believe need to
be investigated further before determining whether a venture exchange is a better
alternative to simply implementing the small-cap market reforms for which we have
been advocating to date.

First, adverse selection in the form of the companies that elect to list on the ven-
ture exchange, as opposed to staying private longer and waiting until they meet the
existing national market listing requirements, is a legitimate concern. The most at-
tractive companies that can raise capital privately through other means, as some
are doing today, will simply continue to do so and only those that are in a weaker
position will choose to list on the venture exchange. In a sense, this is a chicken
and egg problem in that if the market works as designed and is policed appro-
priately to root out fraud and bad actors, it will attract good companies, but it needs
to attract good companies in the first place to create a well-functioning market.

Some commentators have suggested that setting the listing requirements high for
the first set of potential issuers, accepting market capitalizations of up to $2 billion
and having a dedicated and strong SEC enforcement organization are ways in which
the adverse selection problem may be mitigated. In addition, one may need to con-
sider economic incentives—at least at the outset—to attract the best companies to
list on the exchange. However, whether these suggestions in fact solve the adverse
select(ilon problem remains an open empirical question for which further study is re-
quired.

Second, there is a real risk that separating out the venture exchange from the
existing national markets creates less liquidity for small caps by causing institu-
tional investors to simply wait for venture exchange companies to “graduate” to the
national markets instead of investing in them as venture exchange issuers. Again,
the ultimate determination of whether this risk is real depends upon the success
of the venture exchange—if liquidity is attractive in this market and the economic
incentives are such that the sell-side can in fact support research and market-mak-
ing activities, the institutional investors are likely to follow. As with the adverse se-
lection risk, further study is required to determine the potential liquidity impacts
of a dedicated venture exchange.

Summary
In summary, I would offer the Committee the following observations:
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e Fostering more IPOs—in particular, more IPOs at an earlier stage of company
maturity—is important to job creation, to the long-term competitiveness of the
U.S. securities markets and to extending significant stock appreciation opportu-
nities to retail investors in the public markets.

e In the absence of structural capital market changes, good companies will con-
tinue to tap private sources of capital and delay going public until employee li-
quidity needs cannot be satisfied in the public markets and a currency is re-
quired for broad, strategic M&A activity. This means that more value accretion
will continue to accrue to private market investors at the expense of public mar-
ket investors.

e Independent of whether a venture exchange is the right solution, we must solve
the core liquidity challenges that exist in today’s small cap market. Thus, pro-
ceeding with a robust tick size pilot program of sufficient length (three years)
is a crucial first step at a minimum to gathering the empirical data required
to set-up the proper trading rules for a proposed venture exchange. In addition,
empirical research should be undertaken to inform the adverse selection and li-
quidity bi-furcation risks noted above.

I thank you for your time and look forward to the Committee’s feedback.
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From the On-Ramp to the Freeway:

Refueling Job Creation and Growth by
Reconnecting Investors with Small-Cap Companies

Issued by the Equity Capital Formation Task Force
November 11, 2013

Presented to the U.S. Department of the Treasury



34

TABLE OF CONTENTS

Table of Contents

Vi

VL.

Vil

EXECULIVE SUIMIMIZEY co1ceremtsteecicacrecocrascomobtessaveeeraraesarassasssesssoarsn 84 H 88 a0 0000 LE 8o ST bbb 1
SEALRIMENT OF PUMDOSE 11veveivetreovemserietisns i sassre et s o680 r e ot 4
AL e oL L1 o £1o 2 WU OO OO RSO PSR OO VPO UV PP P PP PP OPIIGSPIPR RSP S ST 5

The Road to the Public Markets....

A. The JOBS Act Reopens the On-Ramp

B, ASurge of Traffic oo

C. 1NCreased IPO FIOW oot te et et eb b s e e b a0 4 g e s A e s e e e n R e e e 6
Roadblocks for Startups and EGTS REMAIM e e sa s e s s s easin e menns 9
A.  Small Startups Need More Options for Capital FOrmation ..o 9
B. Post-1PO, Small-Caps and tnvestors Need Liquidity for Capital Formation.......corcinnnnn. 11
Recommendations....

A, Improved Access to Capital: Completing the On-Ramp for Promising Small Companies....

B. Market Structure: Improving Capital Flow on the FIReway.....icniiiiiiin 16
THE ROGE AN 1o tieiiiiiitieire ettt sttt b ey et e b e bR e s eSS e E e s e e TR L 4 e h SRS s 23
CONCIISION .11 et es e v eve e es et ensesrases s ssseeses et eeaeesereaeb s s st et e o s e es e bbb e R R e bbb es bbbk bbbk vttt 24
AADDENTICES t1vv e rvrerrarrers e coeeerere s aes s s b es s E AL bbb e e 25




35

CHART INDEX

Chart Index

Chart Ar Total EQUITY LISTIES it s 40 b1 1 e m s n s e e pa e crsan b b e an et 0 0 5
Chart B:  JOBS ACEIMPACE = The SLALS vttt s s bbb bbb s 7
Chart C: JOBS ACt IMPact — the STOTES oot st ss s e bbb s ber e 8

Chart D:  Small-Cap Companies and Capital Formation..

Chart E: MULUA] FUNAS SNAPSROT .ottt st s s s e a s s 0n 18
Chart F: Households Owning MUtual FUNGS. ..ot s e 18
Chart G:  U.S. Equities Ownership & Trading Charatteristics .. 19
Chart H:  Institutionai vs. individual Ownership of Al U.S. Listed StockS ..o i 21




36

EXECUTIVE SUMMARY

Executive Summary

For generations, the U.S. capital markets have driven America’s economic growth and generated millions of
private sector jobs. The sustained success of this vital ecosystem stems largely from its ability ~ decade after
decade ~ to provide an environment where today’s most promising startup companies can develop into
tomorrow’s global leaders because investors are willing to provide them with the capital to do so. By the late
2000s, however, the barriers to accessing capital for many small emerging growth companies had grown
significantly — leading to a downturn in the U.S. initial public offering {IPO) market and threatening the long-
term health of the U.S. economy.

in 2012, Congress passed The jumpstart Our Business Startups (JOBS Act) to address the IPO market
downturn, The JOBS Act aimed to right-size the risks, costs and regulatory burdens that innovative startups
face in becoming public companies. Importantly, it did so while preserving important investor protections
implemented during the prior decade. Less than two years later, it is clear that the JOBS Act has re-energized
interest in the public markets on the part of emerging growth companies. Almost immediately, it changed
how small private companies approach the {PO process, and it has rekindled hope for companies that have
been delayed or detoured from the public markets by a decade of adverse market conditions. More
importantly, the JOBS Act has the potential to reignite interest in innovative technologies and revive the
viability of business models that, without the prospect of an IPO, entrepreneurs and investors have deemed
too capital-intensive to succeed. These are the very types of companies that can spawn entire new industries
— spurring decades of private sector job creation and U.S. economic growth in the process.

Due to the momentum generated by the success of the JOBS Act, market participants and policy-makers now
have the opportunity to address some of the remaining barriers in accessing growth capital faced not only by
small private startups but also by many small capitalization companies that are already public. The process
of undertaking an PO and becoming a public company remains expensive. For the smallest companies, the
five-year window for scaled compliance may close before the company has built sufficient revenue to absorb
the cost of full public-company compliance. Similarly, publicly traded micro-caps may lack the financial
resources to undertake the full registration process to raise smaller amounts of capital or even achieve
listings on a national exchange. Both small startups and micro-caps benefit from greater access to capital,
but they need a scaled down, more cost-efficient option than an IPO. Recognizing this need, Title IV of the
JOBS Act aims to make Regulation A more accessible to startups. However, policy-makers have yet to
complete a number of critical mandates in Title IV, and must make small amendments to the Securities Act of
1933 to resolve remaining conflicts between new JOBS Act provisions and state laws. As long as these issues
remain unresolved, this otherwise low-cost and viable alternative tool for capital formation will remain
unavailable to promising startups and micro-cap companies.
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Furthermore, policy-makers also have the opportunity to mitigate some of the challenges to post-iPO capital
formation that emerging growth companies:and other small-cap companies face. Chief among these
challenges is an illiquid trading market for small-cap stocks. The rise of electronic trading and the regulations
governing order handling, pricing and execution that followed have created & new market strutture for
equities trading marked by speed of execution and lower transaction costs, While these new dynamics work
well in highly liquid, large cap stocks, they actually foster opacity and illiquidity in the small-cap market. This
illiquidity makes it more costly and difficult for investors to invest, trade and make markets in small-cap
stocks. Under these conditions, many institutional investors have not scaled their aflocations to strategies
that invest in small capitalization stocks. This development is significant because domestic equity small-cap
mutual funds, which represent a major segment of institutional investors, hold $409 billion assets” - much of
it on behalf of U.S. households. Generally speaking, less institutional participation in the small-cap market
leads to less trading volume and liguidity for most small-cap stocks, as well as less equity capital to provide
growth. Absent this liquidity, small-cap companies struggle to attract the type of long-térm investors that
enable them to continue to raise the equity capital they need to sustain job creation and growth after their
tPOs. The resultant lack of liguidity also harms the largely individual investor base that currently holds the
majority of ownership in many small-cap stocks by muting the price appreciation they hope to capture
through long-term investment. Again, this price appreciation cannot happen unless institutions accumulate
positions and provide liquidity in these stocks, Given these dynamics, the Equity Capital Formation Task
Force believes that the current market structure is not adequately serving the needs of small-cap companies
as it relates to their ability to access capital, or the needs of the investors who would benefit from 3 more
liquid market in which to buy and sell smell-cap stocks, For this reason, the task force recommends
developing new “rules of the road” for simplifying the trading of small-cap stocks {which the task force calls
Small-cap Trading Rules, or STaR,} and testing their effects via a carefully considered, well-designed pilot
trading program.

! Morningstar, As of Jure 2013, “Small-cap” includes small vatue, small blend, smail growth funds.
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The Equity Capital Formation Task Force developed the action steps above to be highly specific, targeted and
limited in application only to startups and small-cap companies. in all, the latter represents only 2 percent of
trading volume on U.S. equities exchange&2

The health of the U.S. capital markets system is essential to driving critical private sector job growth and by
extension, America's future prosperity. As stewards of this system and the public interest, policy-makers
have a responsibility to ensure that our markets remain fair and orderly, and that thelr benefits reach the
largest number of Amerjcans possible. The task force believes that by taking these action steps now, policy-
makers can help refuel capital formation for America’s most promising private and public growth companies,

“We should never forget why there is o muarket. We seem to forget that in off the discussion about
market structure.” — Qyvind G, Schanke, Norges Bank Investment !\’Eanagement3

! floomberg.

* http://dealbook.nytimes.com/2013/10/20/weafl d-c ot gainst-casts-exocted-by-high-s; trading/?_r=0
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Statement of Purpose

Comprising professionals from across America’s startup and small-capitalization company ecosystems, the
Equity Capital Formation (ECF) Task Force formed in June 2013 to 1) examine the challenges that America’s
startups and small-cap companies face in raising equity capital in the current public market environment, and
2} develop recommendations for policy-makers that will help such companies gain greater access to the
capital they need to grow thelr businesses and generate private sector job growth. The task force’s efforts
have been informed by discussions flowing from The Securities and Exchange Commission’s Decimalization
Roundtable {February 2013}, which examined the impacts of decimalized pricing of securities on 1POs,
trading, and liquidity for small and middle capitalization companies; and from the Capital Access Innovation
Summit convened by the Treasury Department and the Smail Business Administration in June 2013, which
focused on the impact of the JOBS Act of 2012 on capital formation for emerging growth companies and
what additional measures might benefit this process. This report outlines the Equity Capital Formation Task
Force’s findings and recommendations.
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. Introduction

For generations, the U.S, capital markets have been the envy of the world by driving America’s economic
growth and generating millions of private sector jobs. The sustained success of this system stems largely
from its ability - decade after decade ~ to develop today’s most promising startups into tomorrow’s global
leaders. It does so by providing those companies with efficient access to the public capital they need to grow
and create jobs, and by enabling a wide array of investors to participate directly in that growth through fair
and orderly markets. According to the Kauffman Foundation, companies that go public increase their
employment levels by approximately 45 percent after their initial public offerings (IPOs). More significantly,
for small company {POs, that number more than triples to 156 percent.4

By the late 2000s, however, the challenges that innovative startups faced in getting to the public markets,
and in realizing the benefits of doing so, had grown significantly. As a result, the number of yearly IPOs
dropped significantly between 1996 and 2011, as did the number of listed companies on national exchanges
in the U.S. These developments not only robbed the U.S. economy of a generation of leading companies, but
fed to less capital formation, and, in turn, less job creation. In fact, the U.S. économy may have created 1.87
miltion® fewer private sector jobs over this time period as a result.

Chart A:  Total Equity Listings
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Source: Source: Weild, David and Kim, Edward. IssuWorks. Voss, Jasen, CFA Institute.

The U.S. economy may have created 1.87 million fewer private sector jobs as a result of the IPO market
downturn.

“ Post-1PO Emplayment and Revenue Growth for U.5. IPOs, June 1996-2010. (May 2012)
® Ritter, Jay R. “Re-energizing the IPO Market.” (December 2012).
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The Road to the Public Markets

A. The JOBS Act Reopens the On-Ramp

In early 2012, lawmakers tock action to address the downturn in the IPO market. Working in a bipartisan
manner, Congress passed the Jumpstart Our Business Startups (JOBS} Act, which President Obama signed
into faw in April 2012. The JOBS Act incorporates a number of innovative measures aimed at reducing the
burdens and costs that promising startups faced on the path to the public markets. Most importantly, it
applied the principle — already in place for a select group of small companies ~ that regulatory burdens
should be commensurate with a company’s size, and increase as it matures, to a new category of companies
calied emerging growth companies (EGCs}. This new scaled compliance regime aimed to lower the time and
cost burdens that EGCs face in preparing to become public companies, and to reduce the risks associated
with initiating the IPO process. It also aimed to accomplish these objectives while preserving important
investor protections implemented over the prior decade.

B. A Surge of Traffic

Less than two years later, it is clear that the JOBS Act has re-energized interest in the public markets on the
part of emerging growth companies. Since the Jaw’s enactment, more than 200 companies have registered
with the SEC as emerging growth companies. That represents 79 percent of all companies who have filed to
go public over this time.® As of October 25, 2013, there were 63 companies in registration for an IPO —
including 48 registered as EGCs. Additionally, Renaissance Capital’s Private Company Watchlist estimates
that there are 225 IPOs currently in confidential registration or are likely to register soon.” The law has also
rekindled hope for companies that have been delayed or detoured from the public markets by a decade of
adverse market conditions.

79% of companies that have The JOBS Act has not only renewed interest in 1POs, but has also
filed to go public since the transformed how startups approach the PO process while continuing
108BS Act have registered as their growth. First, thanks to scaled compliance with provisions such as
EGCs. SOX 404{b), EGCs can focus their capital on growing their companies and

creating jobs. Meanwhile, management can focus its attention on strategy, operations and successful
execution of company business plans. Second, the law’s “test the waters” provision enables management to
build relationships with institutions and research analysts, get feedback on the company’s strategy, and
gauge interest from investors before committing to an offering. After receiving valuable market feedback
from public company investors, if company management or its board of directors believes the company isn’t
ready, the company can pull back without penalty, embarrassment or significant cost outlay. Finally, the
taw’s confidential filing provision enables EGCs to begin the IPO filing process while still retaining the ability
to protect intellectual property and other valuable strategic assets from competitors. in the year after the
JOBS Act was signed, 63 percent of companies that registered with the SEC as EGCs used the confidential
filling prcvision.8

C. Increased IPO Flow

While the JOBS Act immediately re-energized interest by startups in going public, its impact on the actual
number of IPOs has been — as many experts expected — more steady than explosive. As of October 25, 2013,
154 companies had gone public’, versus 121 in all of 2012. Similarly, through the same period, 2013

¢ Denlogic and Renaissance Capital as of October 25, 2013,

7 ipid,

® “The JOBS Act One Yeur Later: A Review of the New IPO Playbook.” Latham & Watkins April 2013.
? As of 10/25/2013.

© Dealogic.
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produced 53 micro-cap (less than $250 million market cap) IPOs, versus 32 in all of 2012, in terms of
percentage of all {POs, companies with less than $250 million market cap have constituted 34 percent of IPOs
so far in 2013 — up from 26 percent in 2012.*

The fact that the JOBS Act has helped to spur more IPOs has benefitted EGCs and investors alike. Through
the third quarter of 2013, EGCs had raised a total $26.2 billion in equity capital ~ capital that can be used to
advance product development, scale-up production capacity, build out marketing and distribution
capabilities, and — most importantly - hire new employees, In addition, the value accrued to public market
investors in these IPOs has been significant. The average EGC PO currently trades at 64 percent above its
initial offering price, compared to 30 percent for non-EGCs. ™

in addition to its immediate impact on the IPO space, the JOBS Act has the potential to deliver even greater
benefits to startups, investors and the American public in the future. By restoring the PO as a credible
option for EGCs and their investors to raise capital to stay independent, the JOBS Act can reignite interest in
game-changing technologies and revive the viability of business models that, without the prospect of an IPQ,
entrepreneurs and investors have deemed too capital-intensive to succeed, These are the very types of
companies that can spawn entire new industries ~ providing decades of job creation and U.S. economic
growth in the process. However, such outcomes are far from guaranteed, due to some difficult conditions
that persist beyond the IPO “on-ramp” and out on the public market.

Chart B:  JOBS Act Impact - the Stats

OntheOn-Bamp: . 63 companies turrently in registration with the SECT ‘
Estimated Backlog: 225 estimated companies in confidential registration for an IPO or deemed close
to registering for an IPO per Renaissance Capital’s Private Company Watchlist.

Sparked Interest: ave reg‘i‘s‘teyedc

PO Confidential:

“ b,

* Bipomberg; Dealogic.

B Deatagic and Renaissance Capital as of October 25, 2013,

 ibid.

¥ *The JOBS Act One Yeor Luter: A Review of the New IPO Playbook.” Latham & Watkins April 2023,
* Deologic.

¥ ihid.

“ Bloomberg; Dealogic.
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Chart C:

JOBS Act Impact — the Stories

Bluebird Bio
{NASDAQ:BLUE)

Founded 1992 / PO 2u13

Focus: Innovative gene therapies for
severe genetic and orphan diseases.

LifeLock
{NYSE:LOCK)

Founded 2005 / PO 2012

Focus: Leading provider of proactive
identity theft protection services for
consumers and identity risk
assessment and fraud protection
services for enterprises.

Portola
{NASDAQ:PTLA)

Founded 2003 / {PO 2013

Focus: Fighting blood clots and
bleeding disorders.

Applied Optoelectronics
{NASDAQ:AAO1)

Founded 1997 / IPO 2013

Focus: Advanced optical devices,
packaged optical components, optical
subsystems, laser transmitters, and
fiber optic transceivers,

Nick Leschly, CEO:

“Our IPO has enabled us to plan and hire against a more aggressive
strategic plan. Under the JOBS Act, the ability to fite confidentially
was incredibly important because it enabled us to keep more
strategic options on the table, which js important in the foce of the
uncertainty involved with an IPO. In addition, the ability to 'test the
waters’ provided us visibility into our potential investor base, which
allowed us to make more informed decisions about our strategic
direction.”

Todd Davis, CEO:

“tifelock's decision to go public and raise the capital needed to
invest in the technology and people we need to protect Americans
from rapidly-evolving threats of identity theft was one of our most
important strategic decisions of the past few years. While the
process was appropriately rigorous, the greater access to resources
to re-invest in our business made it a good choice. We should do
whatever we can to streamline the process and make the option
maore attractive and easier for companies in the future.”

Mardi Dier, CFO:

“Prior to our PO, we were operating with a thin staff due to the
uncertain financing environment. Since then, we have increased our
employee base by 20 percent and we expect to grow even more.
The ‘testing the waters’ provision of the JOBS Act gave us extra time
with investors to tell our story, and gave investors extra time to do
their homework on us. | think thot was a key to our IPO’s success.”

James Dunn, CFO:

“With the capital provided by the IPO, we plan to add two
production lines in the U.5. With that expansion, we expect to drive
revenue and increase overall production, which will ultimately lead
to additional jobs being created in the U.S. ~ specifically in fostering
R&D. Qur biggest challenge will be to understand that this is @ long-
term effort, and that the IPO is only the beginning of thot effort.”




44

ROADBLOCKS FOR STARTUPS AND EGCS REMAIN

Roadblocks for Startups and EGCs Remain

A. Small Startups Need More Options for Capital Formation

Amidst the IPO market downturn of the 2000s, the market segment representing IPOs under $50 million in
proceeds experienced the steepest decline. Formerly accounting for 80 percent of yearly IPOs', under-$50
million tPOs fell to 8 percent since 2012.° While this segment has witnessed a modest rebound in the wake
of the JOBS Act, this task force believes that small startups need more options for accessing public capital
than just an IPO.

Even with the On-Ramp provisions, the process of undertaking an {PO and becoming a public company
remains expensive. For the smallest companies, the five-year window for scaled compliance may close
before the company has built sufficient revenue to meet the costs of full public company compliance.
Similarly, small private companies as well as publicly traded micro-caps may lack the financial resources to
undertake the full registration process to raise smaller amounts of capital or achieve listing on a nationat
exchange. Such companies still need capital to continue product development, build their marketing and
distribution capabilities and hire new employees — just not on the scale to justify the extra levels of cost and
risk that a small IPO or follow-on offering would incur. However, due to their size and their risk profiles,
raising capital from private networks or through debt financing remains difficult for small startups. For this
reason, promising small companies need a viable option between these conventional methods and an (PO to
raise the capital they need to grow.

Regulation A+ could provide small private companies and micro-cap companies with a scaled,
cost-efficient option for raising public capital. Small biotechnology companies provide a
poignant example: Many have market caps in excess of $250 million (because investors value
these companies based on the present value of future potential earnings), but can generate very
little revenue deep into their lives as public companies. This is because their core products can
remain in the research, development and testing phases for a decade or more. These expensive
processes, coupled with daily operating expenses and public company regulatory compliance
costs, can significantly limit the resources these companies can deploy for hiring, product
development and growth. Providing these companies with more cost-efficient options for
raising capital could mean the difference between whether or not a significant medical
breakthrough ultimately reaches the hands of doctors and patients.

Title IV of the JOBS Act” aimed to provide a lower cost alternative to an {PO by raising the offering limits for
“small public offerings” under Regulation A and delegating authority to the SEC to resolve other issues that
have limited the use of Regulation A prior to the JOBS Act. These issues include the costs of disclosure and
comptliance obligations for small companies under Regulation A, relative to the limited offering size, and the
qualification requirements under state securities laws.”

" Represents IPOs from 1991 to 1997, prior to electronic-order-book market. Source: Wedld, David, with E. Kim and L. Newport. Gront
Thornton, “The Trouble with Smoll Tick Sizes,” (September 2012}

» peatogic.
o Jumpstart Qur Business Startups Act, Pub. L. No. 112-106, Title 1V (2012}).

* Rutheford B. Compbell, Jr., Regulation A: small Business’ Search for "A Moderate Capital’, 31 Del. J. Corp. L. {2006); Rutheford B.
Cempbell, I, Reguigtion A and the JOBS Act: A Failure To Resuscitate, {2012} (hereinafter, “Campbell, A Failure to Resuscitate”).




45

ROADBLOCKS FOR STARTUPS AND EGCS REMAIN

So far, Title IV has not achieved the desired result, as Regulation A remains virtually unused.” The reasons
for this are two-fold: 1} The SEC has not yet issued the rules mandated in Title tV, and 2) Title IV does not
adequately address one of the key barriers limiting the appeal and utility of Regulation A: preemption of
state securities laws. As long as these issues remain unresolved, this otherwise low-cost and viable
alternative tool for capital formation will remain unavailable to promising young startups.

“Without legisiation ta supplement the JOBS Act, Emerging Growth Companies could be left to die on the
vine, in reach of vital public capital but unable to fully access it.” —Kenneth Moch, CEO, Chimerix, Inc.

“ thid.
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B. Post-IPO, Small-Caps and Investors Need Liquidity for Capital Formation

In the style of the landmark Securities Act of 1933, the JOBS Act focuses on the process by which a company
enters the public markets. However, while an PO may be the most important step in an emerging growth
company’s development, it is only Day One of that company’s life in the public market. Today, many small-
cap companies are finding life there extremely difficult ~ not necessarily because of their operating
performance, but rather due to a number of challenges afflicting the aftermarket support system on which
newly public companies depend for follow-on capital raises necessary for future growth,

Chief among these challenges is an illiquid trading market for small-cap stocks. In its simplest sense, a liquid
market is one in which buyers and sellers openly display their price and volume trading expectations in order
to facilitate the execution of a stock trade. This type of “efficient” market balances the broad-based needs of
issuers, individual investors and their agents. By attracting the broadest base of investors, companies
achieve a tevel of liguidity that is commensurate with their size. Absent a liquid market, small-cap companies
cannot attract long-term institutional investors, including those that administer mutual funds and pension
funds, who are necessary to provide the growth capital required by these companies to fund their post-IPO
growth needs. Long-term investors eschew illiquid markets because they are affected by what is commonly
referred to as an “illiquidity tax,” under which the investor materially moves the price of a stock up when
they accumulate 2 position in it, and down when they sell that position. The “illiquidity tax” makes it
uneconomical for many long-term institutional investors to invest in small-cap stocks relative to larger stocks
with more trading liquidity.

For this reason, investors generally value liguid stocks more highly than illiquid stocks. That's important
because a company’s market valuation plays a key role in determining how much equity capital the company
can raise, and at what cost, in future financing events over its lifetime. Companies with liquid stocks that
have demonstrated they can achieve a fully-valued™ stock price can more easily issue foliow-on offerings, or
use their stock as currency to fund acquisitions, compensate employees and compete for talent. By contrast,
those public companies with a poor trading liquidity profile are sometimes unable to raise additional capital
through the public markets, or can only do so at a higher cost of capital.”® This dynamic can constrain their
growth and, in many cases, can defeat the purpose of going public in the first place.

Unfortunately, over the past decade and a half, hundreds of companies have learned this lesson the hard
way. As a result, secondary market trading liquidity in the small-cap market has become a serious
consideration for any company when it weighs the risks and costs of going public versus other financing
alternatives or exit strategies. As long as the view from the IPO “on-ramp” suggests that the prospect of
taking on all of the additional costs and risks of going public, but struggling to capture the benefits, many
startup founders, managers and investors will continue to think twice about choosing to finance their growth
via the public market.

* Keating, Tim. Keating investments, “Analyzing the Anolysts: A Survey of the State of Wall Street Equity Research 10 Years after the
Global Settlement.” {January 2013). Based on prive-to-sales ratio.

# Ibid,
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Vi

Recommendations

As discussed in prior sections, the success of the JOBS Act has created an opportunity for market participants
and policy-makers to remove additional barriers to capital formation for private startups, EGCs and small-cap
companies. in order to improve access to capital for additional small startups and micro-caps, we must give
these companies more cost-effective options for accessing investor capital. In order to move more promising
small companies from the “on-ramp” to the “freeway,” as well as improve capital formation for liquidity-
challenged small-caps, we will need to increase trading liquidity for small-cap companies and the investors
who want to invest in them. Doing so will require action by policy-makers and market participants on two
fronts:

Improved Access to Capital: Completing the On-Ramp for Promising Small Cc

While the JOBS Act has re-opened the on-ramp to the public markets for many promising startups, smail
companies for which an IPQ may not be cost effective remain in need of alternative options for accessing
public capital. Title IV of the JOBS Act recognizes this need by calling for modifications to Regulation A.
However, those modifications have not yet been made — leaving many promising small startups and micro-
cap companies with the same capital formation challenges they faced prior to the JOBS Act.

Recommendation #1

Market Structure: Improving Capital Flow on the Freeway

The current market structure is not serving the needs of small-cap companies or the investors who wish to
buy and sell their stocks. Specifically, quote increments of $0.01 and the ability to trade in between pennies
at fractions of one cent make it difficult for fundamental investors to find adequate trading liquidity in which
they can accumulate or exit meaningful investment positions in small-cap stocks, As a result, many
institutional investors ~ including those who invest an estimated $409 billion in small-cap U.S. equities
through mutual funds™ — have found it more difficult to invest in small-caps. The resulting lack of fiquidity
makes it even more difficult for these companies to raise capital beyond their {PQGs to fund hiring, product
development and expansion of their marketing and distribution capabilities.

These challenges and recommendations are examined in depth in the following pages.

“ Marningstar, As of June 2013, “Small-cap” includes small value, small blend, small growth funds.
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A. improved Access to Capital: Completing the On-Ramp for Promising Small Companies

‘Recomimandation il

Prior to the JOBS Act, small companies looking for a more cost-efficient option for raising investor capital
than an IPO were limited to private placements, a 506(c} offering under Regulation D, or an offering under
Regulation A. By design, each option has its limits. in the first two cases, the trading in the resulting security
is restricted, and as such, provides less liquidity to investors {the implications of which are described on page
11.) By contrast, a Regulation A offering results in a security that can be traded publicly, but Regulation A has
gone virtually unused by startups and micro-caps.

Regulation A provides an exemption for offerings up to only S5 million for issuers who are not subject to the
reporting requirements of section 13 or 15{d} of the Securities Exchange Act of 1934 {the “Exchange Act”)
immediately prior to the offering,u The Regudation A exemption is subject to the filing of a Form 1-A with
specified disclosure reguirements, allows widespread solicitation, does not require purchaser gualifications
and allows unfimited resale of securities purchased pursuant to Regulation A, The reasons for the relative
non-usage of Regulation A include the costs of disclosure and compliance obligations relative to the limited
offering size {notwithstanding that the disclosure requirements are less than those required by Form S-1} and
the often costly and burdensome qualification regquirements under state securities laws.®

Title IV of the JOBS Act delegates to the SEC the authority to enact regulations to address the issues that have
effectively rendered Regulation A non-viable as an alternative for efficient, broad-based capital formation for
small businesses. Specifically, Title IV added a new section 3(b}{2) to Section 3{b) of the Securities Act of
1933 ({the “Securities Act”}, which requires the SEC to enact a new regulation to exempt offerings of up to
S50 million in any 12-month period from registration. Additionally, section 3(b}{2) requires that:

a}  such exemption be conditioned upon an issuer filing annual audited financial statements,”

b} the securities shall not be restricted securities;

¢} that section 12{a}{(2) civil tiabilities will apply;

d}  the securities may be offered and sold publicly; and

e} the issuer may solicit interest in the offering prior to the filing of any offering, on such terms and
conditions that the $EC may prescribe in the public interest or for the protection of investors.™

Further, new section 3{b}{2} provides that the SEC may enact other requirements it deems necessary In the
public interest and for protection of investors, which may include requiring investors to file an offering
statement, as well as ongoing periodic disclosures, with the SEC and prohibiting “bad actors” from availing
themselves of the new exemption.” Last, and perhaps most significantly, Title IV amends Section 18(b}{4) of
the Securities Act to exempt offerings made pursuant to new section 3{b}{(2), provided the securities are
offered and sold on a national exchange or offered or sold to a qualified purchaser, as defined by the SEC. In

¥ Issuers must afso be U5, or Canadion issvers and may not be: ¢ development stage compuny with no specific business plan or purpose
or has indicated plag Is to merge with uni ified company, an i L an entity issuing fractional undivided Interests in
oil or gas rights or similar interests in other mineral rights or disqualified under section 262. Reguletion A, 17 C.£.R. §§ 230,251-.263
{2012).

* Rutheford 8. Campbell, Ir., Regulation A: Small Business’ Search for ‘A Moderate Capital’, 31 Del. I, Corp. L. {2006); Rutheford 8.
Campbell, Ir., Regulation A and the JOBS Act: A Foilure To Resuscitate, (2012) {hereinafter, “Campbel], A Foilure to Resuscitate™},

* Currently under Regulation A, issuers are required to provide fingncial statements but such financiol statements need not be audited.
15 US.C §77(b) (2012),
* thid.
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other words, state securities laws would he preempted for offerings made under section 3(b){2} as those
securities would be “covered securities”, but only if such securities are traded on a national exchange or are
offered or sold to a qualified purchaser.

However, Title IV does not appear to have had, and likely will not have, any measurable impact on the use of
Regulation A as a means for small businesses to access capital. The reasons for the refative non-usage of
Regulation A include the costs of disclosure and compliance obligations relative to the limited offering size
{notwithstanding that the disclosure requirements are less than those required by Form S-1} and the often
costly and burdensome qualification requirements under state securities laws.

Absent the enactment of the mandatory or discretionary provisions of Title 1V, issuers are limited to current
Regulation A, which has been relatively unused. Second, absent clarification or amendment, one of the
barriers to more widespread appeal and utility of Regulation A, namely preemption of state securities faws,
remains a significant obstacle under Title IV, Specifically, although Title IV provides that state securities laws
will be preempted for section 3{b}{2} offerings, this preemption is predicated on the securities being traded
on a national exchange or offered or sold to a qualified purchaser. With respect to the former, most small
businesses are not likely to have their securities traded on a national exchange and, if required to do so,
would incur additional burdensome compliance costs associated therewith. With respect to the latter, until
the term “qualified purchaser” is defined, small business issuers are unable to rely on that provision for
preemption purposes. Accordingly, section 18(b)(4}{D} in its current form does not adequately resolve the
issue of preemption of state securities laws. It would seem incongruous to deem securities sold through
Reguiation A+ to be freely tradable at the federal level but to remain restricted at the state level, yet that
remains the case. Absent resolution of the preemption issue, small business issuers will need to analyze and
comply with the securities laws of the various and multiple jurisdictions in which it may offer or sell securities
under Regulation A, as amended under Title {V or otherwise. [n addition to the significant costs associated
with such compliance, it is not clear that compliance with an applicable exemption under state securities
laws would permit issuers to take advantage of some of the intended benefits of Title IV and section 3({b)(2),
including “testing the waters” or general solicitation provisions of section 3{b}{2}).

Detailed Recommendations:

1.1 implement Title IV of the JOBS Act immediately so that Regulation A+ becomes a viable option for
small startup and micro-cap capitat formation.

1.2 Amend Section 18{b}{4}{D} of the Securities Act to permit preemption of state securities laws for:
{a} all securities offered pursuant to Regulation A or Regulation A+; or
{b} securities sold pursuant to Regulation A or Regulation A+ provided such securities are

offered or sold through a registered broker dealer.

1.3 Alternatively or in addition thereto, define “qualified purchaser” under Section 18{b}{4}{D} in a
manner that would enable small business issuers to rely on preemption of state securities laws for
Regulation A or Regulation A+ purposes.

1.4 Amend Section 18(b}{4) to clarify that secondary sales of Regulation A and Regulation A+
securities are similarly preempted from state securities laws.

Analysis:

Making “Regulation A+” a reality for small startups and micro-caps will provide these companies with a
number of critical benefits in their efforts to raise capital to grow and create jobs in the private sector. it will
provide them with a lower cost, less burdensome process for raising public capital — 3 scaled registration, so

14
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to speak. Although the process involves less rigor than a full registration, there is a level of due diligence and
disclosure involved in a Regulation A+ offering that mitigates some of that risk for potential investors. in
addition, this process provides early exposure and relationship-building opportunities for offering companies
with an investor pool that trades in micro-cap stocks. Similarly, a fuill Regulation A+ process enables startups
and micro-caps to use important JOBS Act options such as “test the waters” and “general soficitation.” Going
forward, the Regulation A+ process resulls in a security that can be traded publicly, which provides more
trading liquidity than other options such as a private placement or 506{(c} offering. Finally, the entire process
provides an invaluable primer for the full registration process, should a company’s growth make a follow-on
issue or listing on a national exchange viable options.

The foregoing recommendations, coupled with implementation of ongoing periodic disclosure requirements
which are reasonable in scope, balance investor protection concerns with regulatory and compliance costs,
and will provide small businesses with a truly viable alternative for efficient, broad-based capital formation.

15
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B. Market Structure: improving Capital Flow on the Freeway

Quite a few market observers have chronicled the changes that have occurred in the ULS, equities markets
since the mid-1990s. Many have reached & similar conclusion: The rise of electronic trading and the
regulations governing order handling, pricing and execution that followed have created a new market
structure for equities trading marked by faster execution speeds and Jower transaction costs.” By 2010, it was
estimated that electronic trading accounted for more than 70 percent of equity trades taking place in the
U.5.% These developments have produced @ new generation of algorithm-based trading strategies that focus
on high-volume, large-tap stocks and often prioritize speed of execution over price of execution.

Within this new market structure, the economics of large-cap trading remain relatively healthy, as the
combination of low transaction costs, low trading commissions and high volume provides sufficient incentive
for market makers to create active markets for these stocks. For this reason, the ECF Task Force is not
lower transaction costs have benefittéd many investors, they are not the only meaningful metrics for
measuring the health of the overall market ecosystem. Nor do they come without tradeoffs and costs of
their own. So far, analysis on the part of many academics and market observers overwhelmingly suggests
that these costs are being borne disproportionately by small-cap companies and fundamentals-based
investors — both institutional and individual ~~ who want to buy, selt or hold small-cap stocks as part of a
fong-term investment strategy.

From the small company perspective, the new market economics have put significant strain on the
aftermarket support system for smali-cap stocks. This effect goes beyond merely suppressing the number of
1POs over the last decade and a half. W's a structural issue, as the entlre support system of small investment
banks, institutional sales desks, market makers and research analysts has been decimated by the new market
sconomics, With less support for {ife after their IPOs, fewer startups may see the public markets as offering
the best option in their quest to evolve into large, enduring Institutions. In short, they may turn away from
the IPO “onramp” — whether it's “open” or not,

ChartD:  Smali-Cap Companies and Capital Formation

Before 1897 After 2001 - % change

For institutional investors, the new markst structure has made it more difficult and costly to trade, invest in
and make markets in small-cap stocks, That's because many of the new trading strategles ~ driven by faster
execution speeds, lower transaction costs and sub-penny increments — that have proved so effective in large-
cap trading actually foster opacity and illiquidity in smali-cap trading. The following provides an example of
this dynamic at work:

* Themis Trading htip://blog. themistrading.com/to-be-hanest/
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Suppose an institution were to post an offer to sell a fot of 1,000 shares of a smali-cap stock at the price of
$5.00. Under the current trading regime, another market participant can quickly “step in front” of that order
at virtually no cost by offering to sell shares in the same company at a price that can be as little as 1/10 of a
penny lower than the $5.00 ask. Moreover, the trader who is “stepping in front” can execute the trade off-
exchange with an incoming order from one of his customers, thereby precluding the original price setter
from having its original advertised trade executed.

“The U.S. market has gone through a lot of changes and has become quite complicated — and this
complexity of the market creates a lot of challenges for a large investor like us.” — Oyvind G, Schanke,
Norges Bank Investment Management, which holds $110 billion in U.S. stocks.®

To defend against the scenario above, many institutional investors and traders now break their large blocks
into many series of smaller lots in order to appear to the market as small retail orders. This practice adds
extra time and costs to the process of accumulating or exiting significant positions in small-cap stocks. In
fact, one estimate puts the costs to the overall market of “stepping in front” of orders at five to 10 times that
of any other cost.™ Worse, this practice reduces liquidity in the market for these stocks. In fact, the
combination of low liquidity and higher risk in the form of single-stock volatility has prompted many
institutions to underinvest in the small-cap market. This is significant for two reasons:

B First, research points to a positive correlation between higher levels of institutional ownership and
more liquidity and higher company valuations.” On the other hand, lower levels of institutional
ownership correlate to less liquidity and lower valuations. As outlined on page 11, this lack of
liquidity can lead to lower valuations and constrain a company’s ability to raise capital. In turn, this
makes it more difficult to hire more employees, invest in research and development, and increase the
overall scale and scope of its enterprise. In this sense, small companies once again bear the brunt of
the new market structure’s cost.

B Second, the costs and effects of small-cap market trading dynamics on institutional investment
strategies are not limited to the institutions themselves. That's because individual investors are
increasingly participating in the equities markets through mutual funds {see Chart F}, most of which
are managed by insitutions. For many Americans, mutual funds are the only choices offered through
their emplover-provided retirement plans. in fact, according to a recent survey by the (1, 93 percent
of mutual fund owners invest in such funds in order to build their retirement funds.®® Domestic
equity small-cap mutual funds now hold $409 billion in assets’’ — much of it on behalf of U.S.
househaolds. For these reasens, the traditional distinction between institutional and individual
investors — and what market dynamics benefit one or the other ~ has become increasingly difficult to
draw clearly. What is ¢lear is that institutional participation in the small-cap market affects millions
of individual investors who access the equities market through no other investment vehicle.
increasing this participation on the part of individual investors could connect billions of additional
investment dolfars from average Americans with the emerging growth companies that need those
dotlars most for capital expansion — and that offer the greatest potential for fong-term growth.

* hitp://dealbook nytimes.com/2013/10/20/wevlth-fund: it guinst-costs-exacted-by-high-speed-trading/?_r=0
* Ibid.

* Keating, Tim. Keoting Investments, “Anolyzing the Analysts: A Survey of the State of Woll Street Equity Research 10 Years after the
Global Settlement.” {January 2013},

* investment Company nstitute, 2013

¥ Morningstor. As of June 2033. “Small-cap” includes smal value, smoll blend, small growth funds.
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ChartE:  Mutual Funds Snapshot
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Assets Held by Equ‘it\‘/ Small-Cap Mutual Funds:
Saurce: Morningstar; Investment Company institute. 2013,
ChartF:  Households Owning Mutual Funds
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Of course, millions of individual investors also participate directly in the equities market without institutional
products like mutual funds or pensions. Some argue that these investors are the primary beneficiaries of the
current market structure due to the lower transaction costs they now enjoy. However, the task force
believes that this argument misses the bigger picture. According to CaplQ, retail investors own nearly 75
percent of all small-cap ccm;:nanyq3 shares in the market. By and large, these investors own smali-cap stocks
because they aim to realize price appreciation over the long term as those companies grow. Unfortunately,
for most small-caps, that price appreciation will be muted without the liquidity that only comes from robust
institutional participation in the market. For this reason, the ECF Task Force believes that a more liquid

* 1bid.

# favestment Company Institute, 2013,

 ibid.

* Marningstar, As of June 2013. "Small-cap” includes smalf value, small blend, small growth funds.

#2013 Investment Company Fact Book: A Review of Trends and Activity in the investment Company Industry. Woshington, DC:
investment Company Institute. Avaifable at www.icifactbook.orashttp/fwww.icifoctbook.org.

“ Defined as companies with market caps under $250 miffion.
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small-cap market with greater participation by institutions will offer greater potential benefits to individual
investors over the long term than price improvement on their trades,

Chart G:  U.S. Equities Ownership & Trading Characteristics
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Seurce: CoplQ} as of October 25, 2013, Includes olf major LS. exchonges.

Given the dynamics outlined above, the Equity Capital Formation Task Force believes that the current market
structure is not adequately serving the neads of smali-cap companies or the investors who wish to buy and
sefl their stocks. For this reason, this task force recommends developing and implementing new “rules of the
road” for the trading of smail-cap stocks. Specifically, public companies with market capitalizations of below
$750 million should be quoted at minimum increments of five cents, and that they should trade at only the
bid price, the ask price, or the mid-point batween the two. The task force believes that these Small-cap
Trading Rules (STaR) will foster a market structure for small-cap stocks that will provide for fundamental
trading liquidity in these issues.

Unfortunately, there exists no method for testing or studying STaR's potential effects outside of the
implementation of a program that can observe live trading over a significant period of time, Therefore, these
rules should be implemented as part of a carefully considered, well-designed pilot trading program that limits
its impact to small-cap stocks, tests the effects of STaR ermpirically over a significant time period, and enables
the SEC to determine whether $TaR should be implemented permanently for small-cap trading,

Detailed Recommendations:

2.1. The national exchanges should conduct a pilot trading program, overseen by the SEC, in which select
small-cap companies trade under new Small-Cap Trading Rules {§TaR). Under STaR:

21,1,  Participating companies will have market capitalizations below $750 million. The 5750
million market cap criterion was salected by the task force to focus the benefits of $TaR on
only those companies that need them, without impacting market structure for the vast
majority of the market. According to our research, a cap of $750 million will limit $TaR’s
effects to only 2 percent of all trading volume on U.S. exchanges.™

2,1.2.  Participating companies should be quoted in minimum price increments of $0.05 and trade
only at the bid, the offer or the mid-point between the two. Most of the analysis of current
market structure has zeroed in on increasing minimum guote increments as the best option for
mitigating the effects of the new market structure on the IPO and small-cap ecosystems. This
theory posits that larger spreads will induce Hguidity in small-caps, which In turn may
eventually restore incentives for traditional aftermarket support. While this task force agrees
with that assessment, its members also belleve that widening minimum guote increments
alone is not enough to affect all of the trading practices that currently inhibit small-cap
liquidity.

“ Bloomberg.
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2.2

2.3,

2.4,

2.5,

For this reason, the task force has included the trading stipulations outlined above, Under
STaR, both institutional and individual investors can be matched at the increment. Institutions
that internalize order flow will stilt be able to provide price improvement for individual
investors, but only at the mid-point between the bid and offer. By limiting the number of
increments at which a small-cap stock can trade to the bid price, the offer price or the mid-
point between the two, $TaR will eliminate sub-penny increments and create fewer total
points at which a market participant with a customer order in hand can “step in front” of an
order — thus reducing the incidence of this practice. In turn, this will encourage fundamental
institutional investors and fundamental market makers to post more liquidity on their bids and
offers.

The SEC and the national exchanges should begin the process of designing and implementing the
STaR pilot as soon as is feasible. As mandated by the JOBS Act, the SEC studied and reported on the
impact of smaller spreads and decimalization {collectively referred to as “tick sizes”} on capital
formation. However, after its review of academic literature, the SEC's report to Congress in July 2012
stated that further study was required to acquire the requisite data to draw a conclusion. During and
since that time, the SEC has engaged in dialogue with the national exchanges on the possibility of
developing an alternative market structure for small-cap trading. The Equity Capital Formation Task
Force understands that this dialogue is ongoing, but this task force also believes that the time for taking
action is now. That is because for each day that the US. small-cap ecosystem underperforms,
Americans potentially lose innovative products and services, tax revenue and new jobs. Ultimately, the
SEC must act as the final arbiter of the planning and implementation process. In this role, however,
they must solicit and weigh input from all stakeholders in this process, as well as consider all relevant
research and data that may inform the implementation plan.

The STaR pilot design must include a clear methodology for collecting and analyzing data regarding
STaR’s effects on small-cap trading. This methodology should measure the effects of STaR through
analysis of the following metrics:

{a) Relative level of trading liquidity. Relative level of trading liquidity will be measured by any
changes in the number of blocks traded (more than 5,000 shares), number of trades (absolute),
displayed liquidity {(quote) size, Average Daily Trading Volume, and single-name stock volatility.

(b) Changes in institutional ownership. Increases in institutional ownership would be desirable, both
in number of institutions and as a percentage of ownership, because institutions generally provide
higher trading volume.

{c) Rate of equity capital issuance. Higher rates of equity capital issuance would be a marker for
lower costs of capital because issuers would resist issuing equity capital at depressed prices.

The STaR pilot must run fong enough to provide a true empirical test of $TaR’s effects on the small-
cap market, Under the pilot, STaR must remain in effect enough to allow for meaningful data capture
and analysis across multiple business cycles and market environments. STaR must also remain in effect
long enough to allow or encourage market participants to adjust their trading practices and/or business
madels to address potentially long-term market changes engendered by $STaR. Otherwise, market
participants may see less risk in simply “waiting out” the pilot, as opposed to changing their practices to
capture or defend against resulting market effects.

At the STaR pilot’s conclusion, the SEC must use the empirical data generated by the pilot to evaluate
whether Small-Cap Trading Rules should apply to small-cap trading on a permanent basis.

Analysis

While the factors and market dynamics behind the changes in the U.S, equities market are complex, the
underlying economic imperative is relatively simple. if we want investors to assume the risks and extra costs
inherent in trading smali-cap stocks, market structure must provide the potential for profit in doing so. The
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Equity Capital Formation Task Force believes that larger minimum quote increment sizes and fewer price
increments at which to trade will halp produce this outcome. That's because the combination of these two
important changes will allow for a simpler, more efficient market by enabling fundamentally oriented
investors to more comfortably increase the posted size of their bids and offers while having to defend
themsealves less often against the practice of "stepping in front” by other market participants. Price
improvement will still take place for a number of reasons, but it will do so at fewer and wider increments. As
a result, the task force believes that these changes will encourage greater liquidity In small-cap stocks for
investors.

QOver time, the return of liquidity to the smali-cap market may lead to a recovery of the aftermarket support
system for small-cap stocks. With some of the economic incentives for small-cap trading restored,
institutions may begin to invest resources in rebuilding their market-making and research functions.
Research is a critical component of the information investors need to discover stocks, make informed
investment decisions, and achieve positive ocutcomes, Yet, research can be scarce in today's market
environment, In fact, nearly 28 percent of all exchange-listed companies have no “meaningful” analyst
coverage of their stocks.” Among companies with market caps of less than $250 million, 55 percent lack
meaningful coveerage.463 Put another way, investors cannot access meaningful analyst research on more than
half of all micro-cap stocks.

For companies without meaningful analyst coverage, the consequences for long-term capital formation are
significant, There is a causal relationship between high-quality analyst coverage and a stock that is widely
held, actively traded and fully valued, Correspondingly, the absence of coverage can lead 1o low visibility
among investors, limited Hguidity and lower market valuation relative to peers.” This also results in higher
illiquidity taxes paid by the individual investors who overwhelmingly own thelr stocks.

Chart H:  Institutional vs. Individual Gwnership of All U.S, Listed Stocks

Median
Institutional Ownership fngdh

tdual Qwnership

Market Cap

Mkt Cap Range

S1oIMm
$251M - 500M

Source: Duta from Coplfd; methodology by Keating investments,

in conclusion, the Equity Capital Formation Task Force befieves that the combination of wider quoting
increments and limited execution prices provided by STaR will bring back the fundamental institutional
investors necessary to provide additional trading liquidity to small-cap stocks — and the positive equity capital
formation that accompanies it. 1t must be noted that this task force does not make recommendations for
changing market practices lightly. Nor is it suggesting that the market structure be changed for trading in

* Keating, Tim. Keating Investments, “Anolyzing the Analysts: A Survey of the State of Woll Street Equity Research 10 Years after the
Global Settlement.” (fanuary 2013). “Meaningfel® is defined as hoving ot least one anolyst from the approximately 100 firms included on
either the institutional Investor or Starbine fist of analyst rankings.

w“ Keating, Tim. Keoting Investments, "Analyzing the Analysts: A Survey of the State of Woll Street Equity Ressarch 10 Yeors after the
Glohel Settlement.” (fanuary 2013).

7 ibid,
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larger companies, where the bulk of the positive effects of decimalization are most prevalent. Again, the
small companies that would be affected by STaR account for only 2 percent of all trading volume on U.S.
exchanges.48

Smaif cap stocks account for That may seem like a small segment of the market on which to focus, but
only 2% of trading volume it is from where tomorrow’s leading U.S. companies will grow. For this
on U.S. exchanges. reason, market participants and policy-makers must seize this

opportunity to nurture this critical ecosystem. Critics may argue that the
need for such nurturing proves that many of these companies do not belong in the public market. Such an
argument is short-sighted and unfair. Every small-cap company should have the opportunity to succeed or
fail based on its fundamental performance and the willingness of long-term investors to provide it with
capital for growth — not because the mechanics of how stocks are bought and sold today, versus 20 years
ago, has changed. STaR will help restore that opportunity.

“ Bioomberg.
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Vi, The Road Ahead

America’s capital markets work because they are fluid, dynamic, innovative and responsive. As stewards of
these markets, we must embrace these same traits in our management of them. By acknowledging the
issues outlined in the preceding sections, and by taking the recommended actions, this task force believes
that market stakeholders will fulfill that responsibility. However, we must also see the bigger picture, and
anticipate those roadblocks that lie beyond those we currently undertake to remove.

in this context, the Equity Capital Formation Task Force has identified two additional facets of the U.S. capital
markets ecosystem that market participants and policy-makers will need to address in the wake of this
report. These concern equities market research, and the regulatory landscape that emerging growth
companies and other small-cap companies face —- from the day they are founded to their daily operations in
the public markets.

As described in the preceding market structure section, analyst research is a critical component of the
information investors need to discover stocks, make informed investment decisions, and achieve positive
outcomes. Yet the amount of research published by regulated, accredited research analysts and available to
investors regarding many small-cap companies is insufficient for supporting requisite trading liquidity in
those stocks. Recognizing the important role that eguity research plays in the PO process, the JOBS Act
sought to address some of the limitations surrounding equity research for newly public companies.
However, it did not change many of the rules governing liability in publishing research. As a result, the bar
for publishing research remains high, so much so that many investment banks have decided that it is not
worth the risk — especially where small-cap stocks are concerned. This situation has created an anomaly in
the quality and flow of market information available to small-cap investors. In the absence of research from
highly educated, highly qualified — and highly regulated — research analysts who work for broker-dealers, the
majority of information available to small-cap investors now comes from unregistered, unregulated, non-
accredited bloggers and other commentators who reguire only an Internet connection to fill the information
void.

Regarding the regulatory landscape, the creation of the “emerging growth company” category and the “on-
ramp” in the JOBS Act signaled the growing recognition among policy-makers of the need for scaled
securities regulations, as opposed to a one-size-fits-all approach. However, these provisions are still
exceptions to the rules — quite literally. They do not repeal any of the regulations that were steering
promising young companies away from the public markets; they merely provide narrow and temporary relief
from those regulations. Nor do they represent explicit mandates for future rulemaking — despite the
encouraging precedent they provide. However, it does make sense to build on the precedent set by the JOBS
Act and institute protocols that ensure that all new regulations take Into account the specific capital
formation needs and job creation abilities of EGCs. Simply put, regulations that are appropriate to impose
upon large-cap companies like IBM and General Electric may create disproportionate burdens on emerging
growth companies.

Granted, fully opening the on-ramp and fostering a more orderly flow of traffic on the public freeway require
more immediate attention than the issues above. However, as we make progress on the latter, we must
begin to look at how we can enable more companies to pursue IPOs, create jobs and grow in the public
markets — where investors can participate in that growth, The ECF Task Force believes that the health of the
research ecosystem and the flexibility of our regulatory approach can play direct roles in effecting these
outcomes. The members of the Equity Capital Formation Task Force look forward to participating in that
conversation.
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Vitl. Conclusion

As America’s economy continues its stow but steady climb out of the Great Recession, the U.S. capital
markets must once again lead the way by driving private sector job creation and growth. The Equity Capital
Formation Task Force believes our system can do so, but only if it continues to provide America’s most
promising startups and small-cap companies with the public capital they need to grow, and continues to
provide investors with the opportunity to participate in that growth.

As stewards of the markets and of the public interest, policy-makers have a responsibility to ensure that
those markets remain fair and orderly, and that their benefits reach the largest number of Americans
possible. This is especially critical now that so many Americans invest in the equities market as part of their
retirement strategies. Congress and President Obama recognized this in 2012 when they enacted the JOBS
Act, whose initial success has proved the efficacy of scaling regulations and reducing the risks and costs for
emerging growth companies looking to going public. The Equity Capital Formation Task Force believes that
policy-makers now have a critical opportunity to seize the momentum generated by the JOBS Act’s success
and apply its principles more broadly to benefit even more promising small companies — now and in the
future. That's why the members of this task force stand ready to assist market participants and policy-
makers in fostering dialogue regarding the issues addressed by this report, and in taking any actions that
result from our recommendations.

By doing so, all of us can help refuel capital formation for America’s innovative small companies. We can
energize U.S. job creation and economic growth. And we can ensure that the road from innovative young
startup to Fortune 500 Company and global leader continues to run directly through the U.S. capital markets.
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Appendix A — Glossary of Key Terms

aftermarket: the trading of a stock between investors, subsequent to its IPO. Also called the secondary
market.

emerging growth companies {EGCs): a new category of companies created by the JOBS Act. To qualify as an
EGC, a company must have revenue of less than $1 billion in the most recent fiscal year, or a public float
(excluding affiliates) below $700 million.

fundamentals: information about a company such as revenue, earnings, assets, liabilities and growth that
analysts and investors use to value that company’s stock.

individual investor: a person who buys and sells stocks for his or her personal account, as opposed to on
behalf of an institution or other entity. Also known as a “retail investor.”

initial public offering {IPO): a private company's first sale of stock to investors on the public market.
Companies do this to raise capital for growth.

institutional investor: a business entity that buys and sells stocks on behalf of clients or itself. Institutions
generally work with large amounts of capital and operate under fewer protective restrictions regarding
trading activities than individual investors. Examples include asset managers, mutual funds, hedge funds,
insurance companies and pension funds.

issuer: a company that has created shares of stock to sell to investors.

large-cap: shorthand for “large market capitalization” or a company/stock that meets the criteria. Large-
caps are the biggest companies in the markets, with market valuations of above $5 billion to $10 billion.

market maker: a regulated broker-dealer firm that facilitates trading in a particular security by maintaining
an inventory of that security, advertising buy and sell quotes for it, and trading from that inventory to fill or
match orders.

position: ownership of a particular stock.

price improvement: offering/providing a better price at execution on a stock than the price quoted at the
time of the order.

small-cap: shorthand for “small market capitalization” or a company/stock that meets the criteria. In this
report, it refers to companies with market valuations below $1 billion.

tick size: the smallest increment at which the price of a stock is quoted. Stocks on the national stock
exchanges trade at $0.01 minimum tick sizes.

trading liquidity: the ability of investors to buy or sell large blocks of a company’s stock without materially
affecting the price. This ability is affected by a number of factors, including market capitalization, trading
volume, research coverage and visibility among investors.
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Appendix B -—— Committee Details
About the Equity Capital Formation Task Force

Comprising professionals from across America’s startup and small-capitalization company ecosystems, the
Equity Capital Formation (ECF) Task Force formed in June 2013 to 1} examine the challenges that America’s
startups and small-cap companies face in raising equity capital in the current public market environment, and
2) develop recommendations for policy-makers that will help such companies gain greater access to the
capital they need to grow their businesses and generate private sector job growth. The task force’s efforts
have been informed by discussions flowing from The Securities and Exchange Commission’s Decimalization
Roundtable (February 2013), which examined the impacts of decimalized pricing of securities on IPOs,
trading, and liquidity for small and middle capitalization companies; and from the Capita! Access Innovation
Summit convened by the Treasury Department and the Small Business Administration in June 2013, which
focused on the impact of the JOBS Act of 2012 on capital formation for emerging growth companies and
what additional measures might benefit this process.

Members

We should note that the members 